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Treatment of Unissued Stock and Bonds 
By Writcarp H. Lawton, C.P.A. 


In the course of study and comparison of several recent books 
on accounting the writer has been reminded of some early dis- 
cussions as to the proper treatment of unissued stock and bonds 
in corporation accounts; and he has been struck by the fact that 
apparently no progress toward uniformity in this respect has 
been made in the last thirty or forty years. In an old accounting 
manual published somewhere in the early seventies he remembers 
learning that it was optional with the bookkeeper (he was not an 
“accountant” in those days!) to open’ the corporation’s books with 
the entry: 


Cash 


Property 
To capital stock 


Unissued capital stock 
To authorized capital stock 


Cash, or property 
To unissued capital stock 


sometimes finally closing with 


Authorized capital stock aus 
To capital stock Wisve 


and so on. Finding the same optional entries described to-day 
as good or standard practice, with recommendations according to 
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the personal inclination of the author, the query suggests itself : 
Has there been no attempt on the part of the profession toward 
uniformity because none can be made, or because it is not worth 
while to take the trouble? The first query may be met with a 
prompt negative, for it is obvious that it is quite possible to agree 
on one method as standard practice. Whether it is worth while 
for the profession to take it up seriously is a question for settle- 
ment, on practical considerations in the main, although theory 
must have its share. 

Hitherto the subject has been considered more or less 
academic, furnishing good material for argument in leisure hours, 
but hardly worth the time and trouble to settle definitely. In the 
end it mattered little whether books showed a progressive series 
of entries to the point where all the stock was paid in and issued, 
or only a single entry when stock was actually sold, we said, and 
turned our attention to more important matters. Yet, uncon- 
sciously perhaps, there has been some progress. 

It is a far cry from the time when an account was regarded 
by many accountants as something with which to make a state- 
ment balance properly to the modern trend of thought which 
holds that an account as much as the books as a whole must tell 
“the truth, the whole truth and nothing but the truth.” Some 
there were who held more advanced ideas in those days, but on 
the whole it was apparently considered that it did not much 
matter if some things got into accounts which did not belong 
there provided there were offsetting accounts in the ledger. If 
the untrained public, unable to extract the facts from resulting 
complicated balance-sheets, drew wrong conclusions—why, so 
much the worse for the public—as it frequently was! In the 
course of accounting evolution the practical advantages of simpler 
and less technical statements became apparent, and this, reacting 
upon the books and accounts, has led to the seeming paradox 
that the more complicated business transactions have become the 
less complicated are the books and accounts recording them. 
Today if a statement of the essential facts of a business is not 
clear to the public the blame is placed where it belongs—on the 
incompetent accountant. 

Hand in hand with the re-formation of statements goes the 
reformation of accounts. More intensive study is given to the 
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ledger account ; extraneous matter must be eliminated mercilessly ; 
and the content of the account must be exactly what its title calls 
for—nothing less and nothing more. This brings us to the sub- 
ject of this paper, viz.: Should the unissued stock and bonds of 
a corporation show in any form in the capital stock and the 
bonds payable account respectively? 

Modestly assuming the attitude of a student entirely ignorant 
of the subject but with the ability to draw logical deductions, 
we first seek a definition of unissued stock and bonds. Confining 
ourselves to stock first, we learn from one of our latest author- 
ities* that “any stock that has not been issued is termed ‘unissued 
stock,’” and that its corresponding account on the ledger is 
called unissued stock account. This is clear and specific, not- 
withstanding that a few pages further on we learn that unissued 
stock account may be partly or entirely closed into subscriptions 
account, although the stock involved still remains unissued. 
Passing this for the moment, we further note that the customary 
entry by which this account is set up on the books is: 


Unissued stock sims 
To capital stock , eee 


Our next step is to ascertain what is “capital stock” and where 
it is shown on the books. The same authority tells us: “The 
capital stock accounts as above constituted show the amount of 
capital invested in the corporation by the shareholders (who 
are the real owners), very much as the capital account of a 
partnership . . . shows the investment of the partners.” 
(p. 81). And again, “In a partnership the investment consists of 
the cash or property contributed by the partners. In a corpora- 
tion it consists of the proceeds of the stock sold.” (p. 101). 

Another authority} says: “Generally speaking, corporations 
issue shares of stock to their stockholders which, at the time of 
such issue, indicate the extent of the contributions of the stock- 
holders.” (p. 319) and“ . . . but when we refer to ‘capital 
stock’ we mean the actual liability of the company to share- 
holders for the capital paid in, or subscribed and bound under 
the law to be paid; and in addition the ‘potential stock,’ that is 





* Corporation Accounting. R. J. Bennett, C.P.A. 
t Applied Theory of Accounts. Paul-Joseph Esquerré, C.P.A. 
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to say the power given by the charter to obtain more capital by 
incurring a liability to stockholders to the full extent of the 
unissued but authorized capitalization.” (pp. 29-30). And further 
on we learn that such stock is to be recorded in the capital stock 
account or the authorized capital stock account, depending on 
whether the stock is entered only when sold or an unissued stock 
account is concurrently opened, as in our assumed opening entry 
above. A third authority* states: “The capital stock of a cor- 
poration is the aggregate par value of its issued shares, % 
“Although the account, capital stock, may be properly kept when 
it shows only the issued capital stock, the author recommends 
carrying accounts with both the entire authorized stock and the 
unissued stock, their difference representing the amount of issued 
stock.” (p. 82). 


Let us analyze the situation at this point, i.e., the opening of 
the corporation’s financial books. We have learned that the 
corporation’s capital is the investment made by the stockholders ; 
that the investment consists of the proceeds of the stock sold, or, 
as put another way, of the contributions of the stockholders; or, 
as put a third way, the aggregate par value of its issued shares; 
and that the record of the investment should be reflected by the 
capital stock account—eventually, at least, but until all the stock 
is sold and issued the actual investment must be ascertained by 
deducting from capital stock account, or authorized capital stock 
account, the balance of unissued stock account. Making a mental 
balance-sheet according to one set of data we have: 


Unissued stock $.... Capital stock Be ove 
and according to the other, 


Unissued stock $.... Authorized capital stock $.... 


In the first case we reflect that if the investment is supposed 
to be shown by the capital stock account its figures tell the truth 
only when all the stock has been sold and issued ; therefore, either 
the definition of capital stock is wrong or the account is false 
as long as any unissued stock exists. In the other case the 
authorized capital stock account does not belie its name at any 
time, to be sure, but it does not purport to show the investment— 





* Reference Book of Accounts. Robert J. McIntosh, C.P.A. 
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merely the amount authorized—so that the investigator can 
never tell what the investment is without further inspection of 
the balance-sheet or the ledger accounts. Further confusion is 
added when stock is transferred from unissued stock to subscrip- 
tions account and partial payments are made on subscriptions. 
The subscribed stock is still unissued so that the unissued stock 
account does not mean what its title implies either. After con- 
templating the ruins we are forced to the conclusion that the 
figures stated for each account are utterly meaningless taken by 
themselves, i.e., the accounts do not state what their titles 
purport. Pity for the helpless condition of the untrained public 
constrains us to make things clear on the balance-sheet by 
assembling the balances of the stock accounts on the same side, 
thus: 


Capital stock, or authorized capital 
stock $ (Balance of ledger a/c) 
Less unissued stock 
$(balance of ledger a/c) 
Subscribed stock 
$(balance of ledger a/c) $(Balances of ledger a/c) 





Stock issued and outstanding $(Balance of—no account) 


Bearing in mind that a balance-sheet is supposed to state the 
balances of accounts open on the books, we observe that there is 
no such account in the ledger as “stock issued and outstanding,” 
nor does any such balance of stock issued and outstanding exist 
therein. So, then, we are in the peculiar position of correcting 
the misstatements involved in the ledger accounts, capital stock 
and unissued stock, by another misstatement on the balance- 
sheet! To cap the climax we sometimes solemnly affix our cer- 
tificate “that the above balance-sheet agrees with the books”! 

It will be asked, “Why split hairs? The correct amount of 
investment is shown by the balance-sheet arranged as above, and 
the fact is the main thing after all.” It might be retorted that 
the same reasoning applied to many other accounts would quickly 
reduce a financial statement to a mere jumble of figures; but 
confining ourselves to the two accounts in question, we must con- 
sider two important factors which strongly influence present day 
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accounting—an ethical one, that the conscientious accountant will 
insist that every account on the books shall say what it means 
and mean what it says; and the mercenary one, that tax laws 
are slowly but surely emphasizing the maxim that “it pays to 
tell the truth.” On the ethical ground we must admit that under 
the conditions presented neither the capital stock nor the unissued 
stock account states the exact truth; and further, that oppor- 
tunity is thus afforded for misleading condensed statements which 
may in effect declare that a corporation has a capital of so many 
dollars, the fact that a substantial portion of it has not yet been 
contributed in any form being concealed in a condensed item of 
“Assets, $.....” 

From the mercenary point of view, which is most likely to 
appeal to the management, without going into countless instances 
of the increasing burden of state taxation of corporate capital 
and stock we may note that the federal tax on capital stock will 
have a strong tendency to discourage inflated capital stock 
accounts. Indeed, since the passage of the act levying this tax 
one instance has occurred where a large corporation has asked 
its stockholders to consent to a scaling down of its outstanding 
capital stock, arguing, somewhat naively but truly, that since a 
substantial portion of its “property” is merely nominal goodwill, 
the individual stockholder will suffer no actual loss, while the 
corporation will escape a tax bill of many thousand dollars. 
“Honest confession is good for the soul,” and no doubt also for 
a corporation which is traditionally viewed as having none! 
Here, then, from motives both ethical and economical, we have 
evidence that the subject of the proper treatment of unissued 
stock, since it materially affects the capital stock account, is no 
longer an academic one. The old attitude of indifference must 
give way to the combined pressure. 

Advocates of the “progressive-steps” method of opening stock 
entries hold that the financial books of a corporation should con- 
tain a complete record of its financial structure and therefore at 
the outset the accountant should record the fixing of the author- 
ized capital, and then show step by step how the capital is 
obtained ; hence, they say, it is necessary to start with the entry 


Unissued stock Bis 
To capital stock, or authorized capital stock, Bs sx 
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for the purpose of showing on the books the authorized capital. 
To this we reply that as a matter of fact the corporation as 
such has nothing to do with fixing the capital at the outset; it is 
fixed by the incorporators before the corporation even comes 
into existence. The corporation’s financial history really begins 
with the first receipts of contributions to its capital, i.e., the 
proceeds of stock sold, which are to be recorded in the capital 
stock account. This account, then, shows what it purports to be, 
the investment made by the stockholders. The authorized capital 
is shown in its charter and, except for informative and cautionary 
purposes, need not appear on the financial books at all. For 
such informative purpose the amount authorized may be shown 
in the explanatory text of the opening journal entry, or better 
still as a sub-caption to the ledger account, e. g., 


CAPITAL STOCK 
10,000 shares Par $100 Authorized, $1,000,000 





Reasoning by analogy, one of our present day authorities, as 
quoted above, points out that, as the capital account in a partner- 
ship reflects the investment made by the partners, so in a corpor- 
ation the investment, consisting of the proceeds of the stock sold, 
is reflected in the capital stock account. But what would be said 
of a partnership statement which included in its capital account 
not only the amount actually contributed by the partners, but an 
additional amount based on the private fortunes of the partners, 
duly offset by an “uncontributed capital” account? Absurd? 
Yes, but legally every firm has behind it as potential assets the 
private means of its members, and it is information that every 
commercial agency seeks to obtain and every creditor wants to 
know. Why, then, should it be any more absurd to set up these 
facts on a partnership ledger than to set up on a corporation’s 
ledger the fact that it has “potential” stock which may be issued 
to obtain more capital if needed? And for that matter, while we 
are considering “potential” assets, since in some states the law 
specifies a limit to the amount of bonds a corporation may issue, 
and since thereby there is established by implication, as the 
lawyers would say, a right to make a definite addition to its 
capitalization at its option, why should not this “potential” asset 
be set up on the books by the entry 
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Bonds authorized by state law Be vac 
To bonds payable Bones 


Truly, reductio ad absurdum, but it would be on all fours with 
the parallel case of a corporation whose charter authorizes 
$200,000 of stock, which has issued and sold only $100,000, whose 
books nevertheless show in the capital stock account that the 
corporation is liable to its stockholders for the full amount of 
$200,000 authorized. 

Again, the capital stock account being analogous to the capital 
account of a partnership may in a sense be regarded as the 
controlling account of the stockholders’ ledger. Clearly it loses 
this characteristic at once if its balance includes not only the 
stock issued as shown by the stockholders’ ledger, but also a lot 
of unissued stock which is carried in the unissued stock account 
on the general ledger . 

Time-honored customs are hard to change, yet it may be 
hoped that it is now, or soon will be, recognized that the capital 
stock account should reflect only the actual capital invested by 
the stockholders. The standard and only entry on opening the 
books, then, will be: 


Cash 
Property is 
To capital stock Bowes 


nn 


Where stock is subscribed to be paid for in instalments, the 
entry will be: 


Subscriptions Dawne 
To subscribed capital stock ee 


and as fast as the subscribed shares are fully paid and stock 
certificates duly issued, 


Subscribed capital stock Brice 
To capital stock $.. 


* 3 


so that at any time the balance of subscribed capital stock account 
will show the par value of subscribed shares which have not 
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yet been fully paid as a contingent liability. On the resulting 
balance sheet will be shown at any time the full status of the 
capital stock, e. g., 


Capital stock: Authorized oe 
Less unissued stock Bicsine 
Sold or subscribed for 
Less subscribed not fully paid for G...0» 
Outstanding as per ledger balance a 
Subscribed stock: ...shares at par not yet 
fully paid (on which $... has been paid 
on account to date) ae 


He who runs may then read: 

(1) That $... has been invested by stockholders, for which 
amount the corporation is directly liable to them as such; 

(2). That $... has been subscribed for stock, for which 
amount the corporation is contingently obligated to issue shares, 
with a parenthetical statement of amount received on account; 
and 

(3) That $... of unissued stock is available to be sold to 
obtain more capital if, as and when needed. 

Note that in the above balance-sheet the balances of the 
capital stock and subscribed stock accounts agree with the ledger 
balances, in contrast with the “progressive-steps” method, which 
shows a balance on the balance-sheet which is not in the ledger 
at all. 

The point may be raised that the above balance-sheet violates 
the main principle for which we are contending—i.e., that the 
ledger account should always show the exact facts its title 
implies—in that the capital stock account does not show the 
entire investment by the stockholders, since it fails to include 
the amounts paid in good faith on account for subscribed stock, 
and concurrently the subscribed stock account does not exhibit 
such payments. Apparently this is so, but when we stop to 
analyze the status of such payments on account we shall see that 
the principle is intact. 
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What happens if the subscriber fails to pay, say, the last 
instalment? The corporation has three courses open to it. It 
may sue the delinquent subscriber and if it recovers the balance 
due the entire amount received for the stock is invested capital ; 
it may declare the stock forfeited and sell it to another for 
enough to cover the unpaid balance, in which case also the entire 
amount received is invested capital; or, if circumstances and the 
law or charter permit, it may cancel the subscription and return 
the subscribed stock to its original status of unissued stock, in 
which case the amount received theretofore on account becomes 
automatically a surplus asset, which is transferred to surplus 


account by the entry, 


Subscribed stock (par value shares) ee 
To subscriptions (unpaid balance of subscription) Rives 
Surplus (amount received on account) ee 


See, then, that until the subscribed stock has been fully paid 
for the amounts received on account from time to time can be 
definitely allocated neither to invested capital nor to surplus; its 
status is dependent on the final payment. Therefore we are 
justified in holding that both capital stock and subscribed stock 
accounts reflect the facts in our assumed statement as they are 
for the time being. 

If our contention is based on sound logic, and if it be agreed 
that the capital stock account, which is concerned only with a 
corporation’s remote liability to its own stockholders, should 
reflect only the direct liability of the corporation on that account, 
what shall we say when we find the same lax methods used in 
the bonds payable account, where the liability is presumably to 
creditors who have the power to enforce it even to the destruc- 
tion of the corporation? Turning to one of our latest authorities 
we find him taking the ground that “. . . It seems prudent, 
however, to have a transaction of such importance [i.e., author- 
izing the issue of bonds] placed upon the books immediately,” 
(Bennett’s Corporation Accounting, p. 241), which he proceeds 
to do by the entry 


Unissued first mortgage bonds Ge ssi 
To first mortgage bonds Rien 
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Continuing we find the same methods used as for capital stock 
accounting, even to the final stating on the balance-sheet of a 
balance which does not exist on the ledger. Now, the author 
defines a bond to be a “promise under seal to pay a definite sum 
of money at a stated time,” in short, an evidence of debt. The 
statement of that debt—that is, the answer to the question, “What 
is the bonded debt”?—is to be found in the bonds payable 
account, and therefore that account should show exactly what 
the corporation owes under that head, not what it will owe when 
all the bonds are sold and delivered at some indefinite time in 
the future, but what it actually owes at the date of a balance-sheet 
or an inspection of the ledger. We shall not go into any fine- 
spun theories of potential indebtedness offset by potential 
resources of bonds available for issue and sale, or that the entire 
assets being pledged to the trustee justifies the assumption that 
the unissued bonds are nominally owing. The fact material to 
our discussion is that a bond is an evidence of debt, and to state 
in an account the amount of bonds is in effect to state the amount 
of the corporation’s debt so evidenced. But we have it on 
judicial authority, “A sum payable upon a contingency, however, 
is not a debt, or does not become a debt until the contingency 
has happened.” (People vs. Arguello, quoted in Esquerré’s 
Applied Theory of Accounts, p. 336.) 

The contingency in this case is plain; a bond does not become 
a debt until it is sold and delivered for value. Therefore it should 
not be recorded in the bonds payable account until it has so become 
a debt. Observe, now, what happens when the above method— 
and it is quite a customary one—of accounting for bonds is 
followed. The bonds payable account shows the entire amount 
of authorized bonds as a debt when part of them may not yet 
be sold or even directed to be sold by the board of directors. To 
that extent the bonds payable account is misstated. To get at 
the real debt the inquirer must hunt for an unissued bond account 
and perhaps a pledged bond account and deduct their balances. 
If we amiably facilitate his search by assembling all the accounts 
involved on the same side of the balance-sheet, we proceed to 
state a balance thereon which does not appear on the ledger. 

Another of our recent authorities takes the more logical stand 
in saying of the bonds payable account: “Balance of this account 
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is a fixed liability and should represent the par value of bonds 
outstanding. In regard to unissued bonds, it is considered 
sufficient to show, as memorandum only, on the ledger the amount 
of authorization.” (McIntosh’s Reference Book of Accounts, 
p. 81.) 

This memorandum may take the form of a sub-caption to 
the title of the bonds payable account in the same manner as 
suggested for capital stock account above. 

Where signed, sealed and certified stock or bonds are used 
for collateral purposes only, the facts should, of course, be shown 
in the ledger in proper contingent asset and contingent liability 
accounts; and on the balance-sheet the balances of these accounts 
should appear as “per contra” items or may be assembled on the 
liability side “in short,” if preferred. Some prefer to state such 
matters in foot-notes to the balance-sheet, but having observed 
that foot-notes of this kind frequently arouse suspicion of an 
attempt to gloss over some unfavorable factor, the writer is 
inclined to regard foot-notes as something to be avoided if 
possible. 

Public utility accountants who are compelled to follow 
accounting rules and regulations issued by the interstate com- 
merce and state commissions will be unable to make any prac- 
tical application of the theory advocated in this paper, which, 
however, does not affect the soundness of it. Whatever may be 
the motives of the commissions in prescribing that the capital 
stock and the bonds payable accounts shall include respectively 
all stock or bonds “issued,” whether they represent actual capital 
invested or debt incurred or have been “issued” for collateral 
purposes only, they stultify themselves by their own definition 
of “issued stock” and “issued bonds,” as “. capital stock is 
considered to be nominally issued when certificates are signed and 
sealed and placed with the proper officer, etc. + Si 
funded debt securities are considered to be nominally issued — 
certified by trustees and placed with the proper officer for sale 
and delivery, or pledged, etc. . . .” (LC.C. Classification for 
Steam Roads). Compare Webster's Dictionary—‘Nominal: in 
name only, not real”! If a bond is not a real debt why should 
it be shown as one? 
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Summing up, the writer’s plea is that unissued stock and 
bonds should not appear at all in capital stock and bonds payable 
accounts, the natural consequence following that the capital stock 
account should reflect the actual investment by the stockholders 
and the bonds payable account the actual bonded debt of the 
corporation. 











Annuity Funds of Religious and Charitable 
Organizations* 


By T. Epwarp Ross 


One method of securing funds for religious and charitable 
organizations which seems to be growing in favor is that under 
which funds are received subject to the payment by the society 
of annuities at rates which vary according to the age of the 
annuitant at the date of the contract. This method appeals to 
people who have a certain amount of property from which they 
wish to secure a sufficient return for their needs during their 
lifetime and which they wish to be devoted to religious or 
charitable work at their decease. The annual amounts which 
they receive are usually larger than could be secured as income 
from a conservative investment of the funds, and this makes such 
an arrangement attractive to many, while others who have not 
had much experience in making investments are glad to be 
relieved of the responsibility involved in the care of property 
and of the possibility of their means of subsistence being dissi- 
pated through unwise investments. 

On the part of the society it is felt that while the funds so 
secured are not available for the present use of the society, con- 
siderable amounts are received in this way for eventual use 
which might not otherwise be received. 

In determining the method of applying and accounting for 
these annuity funds it should be borne in mind that there are 
two elements involved, namely, the sale of an annuity and the 
receipt of a donation for the carrying on of the regular work of 
the society. In the sale of annuities by a life insurance company, 
only the first element is considered and, on the average, the 
annuitants are expected to receive back in instalments all the 
amounts paid to the company, plus a certain rate of interest 
thereon, the difference between the interest received on the funds 
in the company’s hands and the interest allowed to the annuitants 
constituting the company’s share for its expenses and compen- 





*A paper read before the Pennsylvania Institute of Certified Public Accountants, 
February 15, 1917. 
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sation. In the case of a philanthropic society, however, the rates 
paid annuitants are less than those paid by the life insurance 
companies, so that, assuming the same returns from the invest- 
ment of the funds and a sufficient number of annuitants to secure 
a fair average, there should remain a portion of the principal for 
the use of the society after the contracts with the annuitants 
have been fulfilled. 

If the fact of these two elements is clearly recognized it will 
go far toward determining the proper method of dealing with 
the funds received and the correct recording of them in the 
books. In many quarters, however, the whole amount received 
from the annuitant is regarded as a gift to the society and to be 
included in the principal of its endowment funds. Unless 
the rate of annuity is so low that the income received exceeds 
the annuities paid, this method results in the diversion of other 
funds from the specific work of the society. 

As an illustration, let us assume that the society receives 
from A, aged 60 years, a sum of $10,000.00 under an agreement 
to pay him an annuity until his death of 7 per cent. or $700.00; 
also that B contributes the sum of $250.00 annually to be used 
for the regular work of the society; and that the society has no 
other sources of income. The society invests the annuity fund 
in good securities and receives a net return of, say 4% per cent., 
or $450.00 per annum. It has to pay A $700.00, and as the 
principal of the annuity fund is to be kept intact, it becomes 
necessary to use for A’s annuity the contribution which B has 
made for the regular work of the society. Assuming that A 
fulfills the average expectation of life, there will be no funds 
available for the legitimate work of the society for a period of 
something over fourteen years, although B has contributed during 
that time over $3,500.00 under the impression that it was being 
devoted to the regular work of the society. The books at the 
close of the period show a fund of $10,000.00 bearing A’s name, 
while no memorial remains of generous B, whose gifts helped 
to keep the fund intact. 

While the illustration used is an extreme one, it shows clearly 
the principle involved in treating annuity funds in the manner 
indicated. A life insurance company that diverted premiums 
received from its policyholders to the purpose of paying annui- 
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ties would be subject to criticism, and the manager of a manufac- 
turing company that kept his books in such a manner as to show 
earnings in one department which were really the results of 
another department’s operations would not be in a good position 
properly to direct the company’s affairs. The object of book- 
keeping is to set forth the facts and in the case of a charitable 
or religious society there is a special reason why the system of 
accounts should be of the best. Contributors have a right to 
expect that the funds shall be carefully handled and wisely used 
for the particular purposes for which they are given, and the 
fact that contributions are often made at great personal sacrifice 
should furnish an added feeling of responsibility to account 
strictly for their use. 


Before a society enters into annuity contracts, a careful study 
should be made of the tables of mortality among annuitants used 
by life insurance companies and the rates to be paid to annuitants 
entering at the various ages should be determined with a view 
of securing for the eventual use of the society a fair portion of 
the amounts received. A comparison of the rates offered in an 
advertisement which came to the writer’s notice with the rates 
offered by a life insurance company showed that on the basis 
used by the company the society would have to set aside 93.4 
per cent. of the amounts received from certain annuitants enter- 
ing at the age of forty-six to fulfill its contract, leaving only 6.6 
per cent. for the use of the society; while from certain annuitants 
entering at the age of eighty, approximately 53 per cent. would 
be realized. A calculation made on the basis of 4% per cent. 
per annum being earned on the funds showed the portion avail- 
able for the society as approximately 16 per cent. of the amounts 
received from annuitants entering at 46 years and 61 per cent. 
of the funds received from those entering at 80 years of age. It 
is evident that such an arrangement is not equitable in that the 
annuitants entering at the earlier age received a rate altogether 
out of proportion to that received by those entering later in life, 
while the society’s responsibilities would be greater in the former 
than in the latter case. 

The payment of annuities should not be undertaken by a 
society unless it is known that a sufficient number of annuitants 
can be secured to form an average group, as otherwise the 
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ordinary experience tables would be of little value. Instances 
are not at all rare where annuitants receive amounts aggregating 
greatly in excess of the amounts they paid in, and the writer 
has been informed of a case where four times the cost of the 
annuity has been paid out to the annuitant. A case of this 
kind occurring in a small group might prove disastrous to the 
society. In the case of only a small number being secured it 
might be advisable to transfer them to a life insurance company. 

In considering the rates to be paid to annuitants, especially 
in the absence of definite experience by the society itself, it would 
be well to bear in mind that the expectation of life may be longer 
among the class of annuitants which a religious society is likely 
to have than the general experience tables would indicate. Recent 
articles in a prominent magazine from the pen of a physician 
who was long connected with life insurance companies indicate 
that abstainers from the use of intoxicants have a better expec- 
tation of life than the average, and if, therefore, the annuitants 
are people who have been abstainers and who have lived the kind 
of life expected of people interested in religious work, the society 
is likely to have to pay out on the average for a greater length of 
time than would ordinarily be the case, with a correspondingly 
smaller amount left for the use of the society. 

As to the treatment of funds in the books of account, two 
ways seem to be open. The annuity funds might be kept in one 
group, separate from the regular funds of the society, and out 
of the income thereon, supplemented by whatever portion of the 
principal is necessary, the annuities would be paid. When by 
reason of the decease of a number of the annuitants the income 
becomes greater than the annuity requirements, the excess income 
could be devoted to the use of the society. By this method the 
annuities would be met from the annuity funds without becoming 
a charge, even for the time being, on the other resources of the 
society. 

Another plan, which might be pursued in cases where the con- 
ditions are such that the cost of carrying out the annuity contracts 
can be estimated with a fair degree of accuracy, would be to set 
aside from the amounts received from annuitants such amounts 
as are estimated to be necessary for annuity purposes and to 
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devote the balance to the society’s uses. The balances remaining 
after the annuities had been provided for would represent the 
real gifts made to the society. 

With the accounts kept under either of the two methods 
suggested, a record of the society’s experience in annuities could 
be compiled from year to year which should prove of great value 
in the conduct of such funds. 

Another question with which the society has sometimes to 
deal is that of accepting real estate or other property in consider- 
ation of payment of an annuity. Quite often such property 
cannot readily be sold and is situated where its supervision and 
the collection of the income therefrom has to be committed to 
agents. Unless the average cost involved in paying the annuity 
is well known to the officers and kept in mind, there is a tempta- 
tion to accept property of this kind as being an asset of some 
value, instead of making sure that there is a reasonable equity 
in the property above the cost of the annuity. 
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Treasury, Stock and its Relation to Other 
Balance Sheet Factors 


By Georce G. Scott, C.P.A. 


The following question propounded by a board of examiners 
presents the subject for discussion: 

What would be the effect upon the net worth of a corporation, 
should it purchase one-half of its outstanding capital stock at a 
cost of one-half of its book value and carry it on its books as 
treasury stock at cost? 

It is generally understood that treasury stock is the out- 
standing capital stock of a corporation, acquired by purchase, 
donation or otherwise, which has not been duly canceled upon 
its books. Authorized unissued stock is not treasury stock. 

The infrequency of treasury stock transactions may account 
for the limited discussion of the subject by accounting author- 
ities and the erroneous conception of its true relationship to 
other balance sheet factors. 

References to the various accounting authorities disclose in 
most part that treasury stock is considered an asset of the 
corporation, with a represented value equal to the amount of its 
cost or market price. This appears to be the theory accepted by 
practitioners and is supported by numerous accounting author- 
ities. Mr. Montgomery says on page 138 of his Auditing Theory 
and Practice, 

When stock has been issued fully paid and has been returned to the 
treasury of the company which issued it through purchase or gift, it is 
known as treasury stock and should appear on the books as an asset. It 


represents property of more or less value and is not a deduction from the 
outstanding capital stock unless it is retired by due process. 


Mr. Bentley on page 174 of his Science of Accounts says: 


Treasury stock acquired by a corporation becomes a commodity, to be 
held or sold according to the wishes of the management. It differs in no 
wise from the other stock outstanding, except that while in the treasury 
it has no vote and cannot draw dividends. 


Mr. Esquerré in his recent Applied Theory of Accounts, on 
pages 332 and 333, says: 


Capital stock which has been legally issued is looked upon by the law 
as a liability of the corporation issuing it, until it has been liquidated, on 
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the winding up of the corporation, through the distribution to the stock- 
holders of the remainder of the assets after liquidation of all liabilities 
to outsiders, or until it has been legally canceled after authorization given 
by the stockholders assembled at a meeting legally called to consider the 


cancellation. 

It follows that if stock has been acquired in the open market by 
the company responsible for its issue, in pursuance of some financing 
scheme, or donated to the company by the stockholders to be resold for 
the purpose of obtaining additional capital, such stock must be an asset. 
It is not potential stock, since it has been issued; it is actual stock held 


in the treasury pending disposition. 

In an analysis of this subject, however, especially from the 
standpoint of a creditor, the question is presented: Is treasury 
stock an asset? Also how it should appear in the balance sheet 
is an interesting phase of the subject. 

Notwithstanding that authorities claim treasury stock to be 
an asset of the corporation, based upon the theory that its 
acquisition, if by purchase, is an investment and that its balance 
sheet value is the amount of its cost or market price, they have 
with few exceptions entirely omitted to discuss the fact that the 
acquisition by purchase process is in effect a reduction of the 
amount of the net worth of the corporation to the extent of 
its cost. 

The acquisition by a corporation of its own capital stock by 
purchase necessarily absorbs its assets, or increases its liabilities, 
which means that a portion of the capital has been returned to 
the owners. 

If at the beginning of a day’s business a corporation’s books 
show the amount of its net worth to be $100,000.00, and during 
the day it acquires by purchase a portion of its net worth at a 
cost of $25,000.00, the amount of the net worth of the corporation 
at the close of day’s business would be reduced to $75,000.00, 
notwithstanding that the cost of the shares purchased would be 
shown on its books at $25,000.00 and carried as an asset. 

The theory that treasury stock is an asset of the corporation, 
because of the legitimacy of the purchase or the liquidity of the 
stock, is both incorrect and unsound; this is supported by the 
wisdom of eliminating such account in the consideration of the 
corporation’s credit power. 

Treasury stock carried on the books at par would represent 
no more value than if it were retired and canceled, the distinc- 
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tion being its negotiability. Uncanceled stock in the treasury, 
whether treasury stock or not, is negotiable, while canceled stock 


is not negotiable. 

The word “asset” as used in a balance sheet means a tangible 
thing or obligation receivable of legitimate value required to 
conserve the amount of the net value of a business. 


Treasury stock does not represent a tangible thing or obliga- 
tion receivable, and, instead of augmenting or conserving the 
gross or net worth of a business, it diminishes the net worth of 
the business by being a contra part thereof. 

Mr. Dickinson in his Accounting Practice and Procedure has 
discussed this subject with more clearness than is usually found 
in authorities. He says: 


The capital stock represents the manner in which its property and 
assets are distributed among those who constitute the corporation. If one 
of these owners disposes of his share to the corporation, he withdraws 
therefrom, taking with him what he considers his fair proportion of the 
asset value, and leaving the rest to be divided among the remaining owners. 

The accounting rule should be that all stock in possession of the cor- 
poration which issues it should be deducted from the liability shown on 
the balance sheet, so as to truly set forth the number of shares in the 
undertaking which have really been issued to and remain in the 
hands of the public at the date of the balance sheet. Another objection to 
treating such stock as an asset is that, not being held as necessary for 
the purposes of the activities of the company, it cannot be treated as a 
permanent asset and maintained at cost, but must be written down to 
market value, if below cost, thus in effect unduly reducing the surplus if 
the value is below par, or unduly increasing it if the value is above par. 


Mr. Dickinson further says: 


It is interesting to note that it is now settled law in England that a 
corporation cannot acquire its own stock. 

In the well-known case of Trevor v. Whitworth the house of lords 
held that a corporation could not acquire its own stock on the general 
grounds— 


(1) That the corporation cannot be a member of itself; 


(2) That the purchase of its own shares is a reduction of capital in 
a manner not sanctioned by the various companies acts; 

(3) That such a purchase is a return of a part of the capital to the 
stockholders in a manner not authorized; 


(4) That such a purchase is not incidental to the objects for which the 
corporation is formed; 


and underlying the above grounds, 
(5) That the capital stock paid up is the fund to which the creditors 
are entitled to look to protect them against loss, and that no diminution of 


this fund, except in the manner specifically provided in the statutes, can 
be permitted. 
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How SHOWN IN BALANCE-SHEET 


As a prelude to the discussion of how treasury stock should 
appear in the balance-sheet, it is well to keep in mind that the 
distinction between a balance-sheet and the final trial balance is 
in the arrangement of classifications of accounts. The correct- 
ness of the construction of a balance-sheet from the final trial 
balance is supported by the accuracy of the view it exhibits. A 
trial balance (after closing) does not present a correct view of 
the financial affairs of a business, while the balance-sheet pre- 
pared therefrom, if properly drawn, exhibits a correct view of 
the condition of the business. 

The following two exhibits present these facts and also answer 
the question under discussion: 


Trial balance 


Debits Credits 
Cash on hand $10,000.00 Notes payable $5,000.00 
Accounts and notes Bonds outstanding 25,000.00 
receivable 5,000.00 
Bonds outstanding Reserve for depre- 
purchased for ciation 10,000.00 
retirement 5,000.00 Reserve for doubtful 
Treasury stock 15,000.00 _— accounts 1,000.00 
Fixed assets 100,000.00 Reserve for extinguish- 
ment of bonds 5,000.00 
Capital stock 50,000.00 
Surplus 39,000.00 
$135,000.00 $135,000.00 
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Balance-sheet 
Prepared from above trial balance 








Assets Liabilities 
Cash on hand $10,000.00 Notes payable $5,000.00 
: Accounts and notes Outstanding 
receivable $5,000.00 bonds $25,000.00 
' Less reserve for Less bonds in 
i doubtful 1,000.00 4,000.00 treasury for 
' —— retirement 5,000.00 20,000.00 
} ‘ Fixed assets 100,000.00 
Less reserve for TOTAL LIABILITIES $25,000.00 
depreciation 10,000.00 90,000.00 Net worth 
—_—_—— Capital stock $50,000.00 
Surplus 39,000.00 
Reserve for 
extinguishment 


of bonds 5,000.00 
$94,000.00 
Less treasury 
stock 15,000.00 
TOTAL NET WORTH 79,000.00 


$104,000.00 $104,000.00 
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New York’s New Uniform System of Accounts 
for Third Class Cities 


By Istpor SacKk* 


A recent article in THE JouRNAL or AccounTANCcy by Deputy 
Comptroller Fred G. Reusswig outlined in general terms the 
uniform system of accounts recently formulated by the comp- 
troller of the state of New York, Eugene M. Travis, for cities 
of the third class of that state. That article has led to some 
inquiries as to various features of the system. 

The present article is intended to bring to the attention of 
the accounting profession some of the technical features of the 
accounting plan and to those interested in the movement to 
standardize accounting systems in the cities of other states the 
procedure followed by the state of New York in this rather 
important project. 

There are forty-seven cities of the third class in the state, 
ranging in population from 7,500 to 50,000. We have no uniform 
charter for the cities of this class. Although there are some 
statutes of general application to all cities, each third class city 
has a charter of its own, and, as might be expected in a state 
where the so-called home-rule movement has made such head- 
way, the charters are rarely alike in the important administrative 
provisions and vary considerably in detail. In theory these 
charters are munificent gifts of the sovereign state, granted by 
a kindly legislature, but in fact are formulated by local citizens 
or officers, introduced by the local representatives in the legis- 
lature and passed without much attention being paid to them by 
any other legislators. 

The diversity of the financial provisions of these charters are 
particularly troublesome in a work of this kind and for that 
reason, as explained in Mr. Reusswig’s article, the uniformity 
was limited to certain principles and to the requirement of 
certain results rather than to any fixed and definitely prescribed 
method of achieving the desired results. Owing to the further 
fact that the financial officers of these cities, generally elected, 





* Examiner of municipal accounts, state comptroller’s office, Albany, N. Y. 
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seldom are trained accountants, and in fact are often men who 
have had no bookkeeping or other clerical experience, it was 
deemed necessary to outline and prescribe in considerable detail 
the entries required for all the usual transactions of the city 
and for almost every transaction or condition that could be 
imagined or occurs with sufficient frequency throughout the state 
to justify definite specification or prescription. 


THE ACCOUNTING PLAN 


The general ledger accounts are divided into four groups as 
follows: 1, current accounts; 2, assessment accounts; 3, capital 
and sinking fund accounts; 4, trust accounts, each group being 
in independent balance. It will not be possible, within the limi- 
tations of this article, to show the entries prescribed for more 
than the first two groups, which, in fact, present the most 
interesting problems. 

CuRRENT ACCOUNTS 


In systems for municipalities it is, of course, necessary to 
observe the charter requirements strictly, even though they 
impose accounting features which may seem to be undesirable. 
The following entries illustrate those prescribed for a city whose 
charter requires that on the adoption of the budget an estimate 
be made of the incidental and miscellaneous revenues of the city 
and that this estimate be used to reduce the amount of taxation 
which would otherwise be necessary to meet the appropriation 
requirements. Distinction is made in a number of charters 
between the incidental revenues which were not thus estimated, 
permitting the city to make further appropriations during the 
year of such of these incidental revenues as were not estimated 
in the budget. This will explain the distinction made in the 
entries between the miscellaneous revenues of these two classes. 

The following entries, in journal form, illustrate the entries 
required in the current accounts group, during the year. All 
accounts starred (*) are controlling accounts, and the entries to 
them are summary entries, the amounts of which must corres- 
pondingly be entered in the appropriate subsidiary accounts in 
the supporting subsidiary ledger. The subsidiary account affected 
must be noted in the book of original entry, at the time the entry 
is made. 
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a Se 
Upon the adoption of the annual tax budget 
Current surplus of 191— 
*Estimated revenues 
Sinking fund contribution required 
Taxes receivable—current (1917) 
To, *current appropriations 


a. 
Upon collection of taxes 
Current cash 
To, *taxes receivable—current (1917) 


an, 

Upon collection of revenues, other than taxes 
(a) If from sources estimated in the budget 
Current cash 

To, *current revenues—estimated 
(b) Jf from sources not estimated 
Current cash 

To, *current revenues—unestimated 


—4+- 
Upon receipt of contributions from sinking fund 
Current cash 
To sinking fund contribution required 
— 
Upon receipt of roll of water rents 
or 
On billing water rents 
*Water rents receivable 
To, *current revenues—estimated 


—6— 
Upon collection of water rents 
Current cash 
To, *water rents receivable 


a. ae 
Upon making temporary loan in anticipation of taxes 
Current cash 
To, current loans 
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—8— 
Revenues applied to increase budget appropriations (whether 
by provision of law or resolution of council) 
Appropriated revenues 
To, *current appropriations 
— 
For orders of contracts issued—(for the estimated amount 
of the order or contract) 
*Current appropriations 
To, reserve for current obligations 


For CLatMs AUDITED FOR PAYMENT 
The design underlying the following entries is that all pay- 
ments shall be predicated upon claims entered in a claim book— 
a procedure which in some cities is required by the charter. One 
of the chief purposes to be served by this plan is that it becomes 
unnecessary thereafter to analyze the payments entered in the 
warrant record or cashbook, as these payments can all be 
charged to the “claims audited” accounts. 
—10— 
For claims payable from current appropriation accounts 
(a) For the amount reserved on the order or contract} 
Reserve for current obligations 
To, *current appropriations 
(b) For amount of the claim audited 
*Current appropriations 
To, current claims audited 
ommeilh, Nwinte 
For claims in payment of temporary loan 
Current loans 
To, current claims audited 
For claims for refund for erroneous payments 
Taxes receivable—current (1917) 
or 
*Current revenues—estimated 
or 
*Current revenues—unestimated 
To, current claims audited 


+ Entry (a) is not required for claims that are not based on contracts or orders. 
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| 
For warrants issued in payment of claims audited 
Current claims audited 
To, current warrants payable 


—l4— 
Upon payment of warrants 
Current warrants payable 
To, current cash 


—15 
Cancellation of orders, or unused reserve on completed 
contracts 
Reserve for current obligations 
To, current appropriations 


—l6-- 
For charges for removal of snow and ice 
Accounts receivable—snow and ice removal 
To, current revenues—unestimated} 


=. 
On collecting charges for snow and ice removal 
Current cash 
To, accounts receivable—snow and ice removal 
—18-— 
On placing the unpaid charges for snow and ice removal, 
on the tax roll (of the following year) 
Taxes receivable—current (1917) 
To, accounts receivable—snow and ice removal 
=~ = 
Entries to close the accounts at the end of the year 
(a) To close estimated revenues and appropriated revenues 
accounts, into current deficit or surplus 
Current surplus (or deficit) 
Water department surplus (or deficit) 
To, estimated revenuest 
Appropriated revenuest 














t+ If revenues from this source are estimated, credit current revenues estimated. 

~So much of the amount of this entry as relates to the accounts of the water 
department, in those cities where the water department revenues must be applied only 
to water department purposes, which do not have a separate section for the water 
department accounts, should be made to the account of water department deficit or 


surplus, 
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(b) To close current revenue accounts into current deficit 
or surplus 
*Current revenues—estimatedt 
*Current revenues—unestimatedt 
To, current surplus (or deficit) 
Water department surplus (or deficit) 
(c) To close unencumbered balances of current appropria- 
tions into current deficit or surplus 
*Current appropriationst 
To, current surplust (or deficit) 


It will be seen that accruals of appropriations are taken into 
account so that the appropriation accounts reflect at all times 
not merely the unexpended but also their unencumbered balances. 
By the expedient of canceling the entire reserve set up for the 
estimated amount of an order or contract and substituting for 
that the charge for the audited amount of the invoice, it becomes 
unnecessary to make any adjusting entries for the difference 
between the estimated amount of the order or contract, on which 
the reserve was based, and the actual amount of the claim. 

Those who are familiar with recent literature on municipal 
accounting matters will notice that we do not have a separate 
group for fund accounts, as has been advocated in several of the 
recent publications. Nor do we have any stores’ accounts or 
provide a plan for requisitions from stores. These plans were 
considered and rejected, the first as being unnecessary and 
requiring entries altogether too involved and elaborate for the 
small cities, and the second for the reason that we regard it as 
being beyond the administrative or accounting abilities of the 
small cities. The system requires that the annual budget shall 
contain appropriations classified in accordance with the expense 
classification. The charges to the appropriation accounts, there- 
fore, give a detailed classification of expenses without imposing 
on the cities the necessity of keeping a dual set of accounts, one 
for appropriations and another for expenses, partly duplicating 
the work. 

The stores’ accounts were not prescribed because in the third 
class cities there rarely is any central control of stores or any 
system of requisitions or other means of showing the exhaustion 





t See footnote page 268. 
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of stores of materials and supplies. The method of reaching the 
result of showing expense accruals, recommended in this system 
(although from purpose of expediency it is not for the present 
prescribed) is to take an inventory of all stores on hand at the 
end of the fiscal period and to adjust the charges to appropria- 
tion accounts in accordance therewith. 

The foregoing entries are required in all cities. In addition, 
there are shown in the system the entries that are required 
for conditions that occur in some cities, and not in others, as for 
example for the collection of county taxes by city officers, for 
the issue and disposition of the proceeds of bonds for current 
deficiencies and for tax sales. 

Entries RELATING TO TAX SALES AND ARREARS OF TAXES 

The accounts provided and the entries outlined for the sale 
of taxes and for arrears of taxes present an interesting illustra- 
tion of how provision is made for recording dissimilar operations 
which are provided by the charters of the cities for the financing 
of arrears of taxes. Three different plans are considered and yet 
substantial uniformity is secured. 

The tax laws for the third class cities of this state are not 
uniform. Taxation is regulated for each city by special laws. 
In most cities a tax sale, when authorized at all, may be held for 
arrears of assessments and water rents as well as taxes. 

The following entry will be required to open the tax sale 
account : 

—20-- 
To open tax sale account 
Tax sale of 1917 
To, *taxes receivable—current (1917)—(for amount of 
taxes included in sale) 
*Water rents receivable—(for amount of water rents 
included in sale) 
Due to assessment accounts—(for amount of assess- 
ments and penalties included in sale) 
For tax sale items paid after opening the tax sale account, 
including receipts at sale 
Current cash 


To, tax sale of 1917 
270 




















New York’s Uniform System of Accounts for Third Class Cities 


— oA 
For tax sale items bid in by city 
*Taxes receivable—arrears 
To, tax sale of 19177 

The dissimilarity of statutory provisions in tax matters relates 
chiefly to the means provided for financing the arrears of taxes 
and water rents, that is, of raising the funds required to meet 
the cash deficiency caused by the noncollection of these items. 
The three most usual plans are as follows: 

Plan 1, To finance the uncollected taxes, or those bought by 
the city at a tax sale, by an appropriation in the budget of the 
city at a tax sale or by an appropriation in the budget of the first 
or second year following that of the levy or sale—subsequent 
collections of these taxes to be included among the estimated 
revenues. This is the most usual plan. 

Plan 2, To issue bonds for the amount of the uncollected 
taxes; the bonds being redeemable from future taxation, and the 
arrears being pledged as a sinking fund for the redemption of 
the bonds. 

Flan 3, To issue bonds, not redeemable from taxation, but 
from the collection of the tax arrears—the bonds to be refunded 
if the collections are insufficient to meet the bond maturities. 

The following is a statement of the entries provided for each 
plan: 


PLAN I 
eiition 
For budget appropriation made to finance the uncollected 
taxes 


*Current appropriations 
(for uncollected taxes) 
To, reserve for arrears of taxes 

By this entry, the arrears of taxes are retained on the books 
as an asset, and the appropriation is set up as a reserve against 
them. To the extent that these taxes are collected, this reserve 
is not required and should be reduced by transfer of the amount 
of collections to one of the “current revenues” accounts as shown 
below: 





t After the foregoing entries, the tax sale accounts should be closed. 
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—24— 
For the collection of arrears of taxes 
Current cash 
To, *taxes receivable—arrears 
—25— 
Monthly, all collections should be transferred as follows: 
Reserve for arrears of taxes 
To, *current revenues—estimated 
—26— 
For taxes canceled by council or court order 
Reserve for arrears of taxes 
To, *taxes receivable—arrears 


PLAN II 
For bonds issued to finance uncollected taxes; the bonds 
being redeemable from taxation, and the taxes being pledged 
as a sinking fund 
(a) Current cash 
To, *taxes receivable—arrears 
Collateral entries in capital and sinking fund accounts 
(b) Capital surplus 
To, *capital loans 
(c) *Taxes receivable—arrears pledged to sinking fund 
To, sinking fund for delinquent tax bonds 
Thereafter all collections of taxes will be recorded in the 
sinking fund group, as follows: 
= = 
For collection of arrears of taxes, pledged to a sinking fund 
Sinking fund cash 
To, *taxes receivable—arrears pledged to sinking fund 
The redemption of the bonds will be provided for in future 
budgets. The entries for the payment of the bonds, and transfer 
of sinking fund accumulations toward the redemption are as 
shown elsewhere (entries 4 and 10). 


PLAN III 


Under this plan, the arrears of taxes constitute one of the 
assets of the current accounts, and the bonds that are issued are 
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a liability in the same group. This plan requires that the cash 
received from the collection of arrears of taxes shall be held for 
the purpose of redeeming the bonds issued: 
The following entries will be required: 
= we 
On issuing bonds for uncollected taxes 
Current cash 


To, current loans 
(Tax deficiency bonds) 


= 
On collection of arrears of taxes 


Tax arrears cash, 
To, *taxes receivable—arrears 
‘ealiand 
On payment of bonds 
Current loans 
(Tax deficiency bonds) 
To, tax arrears cash 


ASSESSMENT ACCOUNTS 


This group contains the accounts reflecting the advances of 
the city for assessable construction and the financing of both the 
construction and the uncollected assessments. In the formulation 
of these accounts we were confronted by an astonishing diversity 
in the charter provisions of the cities of the third class with 
respect to the financing of this group of operations. The manner 
in which this obstacle to uniformity was overcome may be of 
interest to other states having similar problems to solve. 

These laws were digested and studied for their financial and 
accounting requirements. It was found possible to divide the 
various provisions into four “plans.” The accounts and the 
entries required for each plan were formulated in such a manner 
that the requirements of each could be observed and still retain 
essential uniformity among all in matters of principle. A number 
of the cities affected by this system will not be able to use all 
the accounts of any one of the plans shown, but will require a 
combination of accounts and entries from two or more plans. 
The accounts and entries of this group are outlined with such 
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particularity, however, that the accounts required under any set 
of conditions can readily be determined. 

The following is a statement of the legal provisions and 
requirements of each of these four plans and of the entries 
formulated for each. 


PLAN I 


The charters of several cities of the third class provide for 
the authorization of assessable work without any definite state- 
ment of the cost or any appropriation therefor. The work is 
completed and the cost definitely ascertained before an assess- 
ment is levied. In the levy of the assessment a percentage of 
engineering expenses is added to the direct cost. These include 
the salaries and miscellaneous expenses of the engineering force 
of the city, which are paid out of current appropriations. The 
cost of the assessment work is met out of temporary loans, which 
are paid when the assessments are collected. Uncollected assess- 
ments are either included in the tax sale or financed by assess- 
ment bonds, maturing serially, redeemable from subsequent 
collections. 

The following entries exhibit the development of the assess- 
ment accounts under this plan: 


ee 


For contracts entered into, or orders issued 
*Local improvements assessable 
To, reserve for assessment obligations , 


ae 


For claims audited for payment 
(a) For amount reserved on the order or contract 
Reserve for assessment obligations 
To, *local improvements assessable 
(b) For amount of claims audited 
*Local improvements assessable 
To, assessment claims audited 
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—34-a— 
On the levy of an assessment 
*Assessments receivable 
Assessments against the city 
To, *local improvements assessable 
Due to current accounts 
Note: The credit to the account (in this plan and 
others) “due to current accounts” is for the amount 
of engineering charges added to the assessment. 


—34-b— 


A collateral entry in the current accounts will be required as 
follows: 


Due from assessment accounts 
To, current revenues—unestimated 
or 
Current revenues—estimated 
The entries for the collection of assessments, for loans for 
assessment purposes, for payment of assessment loans and 


audited claims, etc., are similar under all plans and are as 
follows: 


cS ae 
For assessments collected 
Assessment cash 
To, *assessments receivable 
Assessment revenues (for interest and penalties) 


aes 


For money borrowed in anticipation of the collection of 
assessments, or to provide funds for assessable work in 
progress 
Assessment cash 

To, assessment loans 


eS 


On payment by city of its share of the cost 
Assessment cash 


To, assessments against city 
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—38— 
For assessment loans to be paid 
Assessment loans 
To, assessment claims audited 
— 
For interest on assessment loans to be paid 
Assessment interest on loans 
To, assessment claims audited 
_ 
For payment to current accounts of amount due themy 
Due to current accounts 
To, assessment claims audited 
—-+1— 
For warrants issued in payment of claims audited 
Assessment claims audited 
To, assessment warrants payable 
—42— 
Upon payment of warrants 
Assessment warrants payable 
To, assessments cash 
—43-- 
For uncollected assessments, including penalties, transferred 
to the “tax sale account” in cities where sales are authorized 
for assessment arrears. 
(See entry 20 in current accounts) 
Due from current accounts 
To, *assessments receivable 
Assessment revenues (for interest and penalties) 
ee ee 
Closing entries at end of the year 
The assessment revenues, and interest payments should 
be closed against the assessment surplus (or deficit) 
account at the end of the year. 
(a) Assessment revenues 
To, assessment surplus 
(b) Assessment surplus 
To, assessment interest on loans 











tCorresponding entry in current accounts will be: 
Current cash 
To, due from assessment accounts 
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PLAN II 


In other cities, certain classes of assessable improvements 
may be financed out of the current accounts and in some cases 
out of current appropriations. Here, also, an assessment is not 
levied until the work is completed and the cost definitely ascer- 
tained. Except that the cost is financed out of current accounts 
instead of temporary loans, this plan is in all respects similar 
to plan 1. 

The assessment accounts in cities operating under this plan 
may be developed as shown below. 

Cash sufficient to pay for the costs incurred may be trans- 
ferred from the current to the assessment accounts, in which 
case the following entries will be necessary. 


or es 


On transfer of cash from current to assessment accounts 
(a) In current accounts 
Due from assessment accounts 
To, current cash 
(b) In assessment accounts 
Assessment cash 
To, due to current accounts 

On repayment of advance to current accounts, reverse 
foregoing entries. 

Where this plan is used, however, it is not always customary 
to transfer cash from the current to the assessment accounts, 
nor is it necessary, although it is the more direct and desirable 
thing to do. 

In some cities operating under this plan the expenses incurred 
are charged to a current appropriation account. 

The following entries should be made when a current appro- 
priation account is charged for an assessable expense. 


a 


(a) In current accounts 
Due from assessment accounts 
To, current appropriations 
(b) Jn assessment accounts 
*Local improvements assessable 
To, due to current accounts 
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The entries for the levy and collection of assessments and 
miscellaneous transactions are the same as those shown under 
plan 1 (entries 35 to 44). 

It should be borne in mind that charter provisions requiring 
that assessment construction be charged against current oppro- 
priations are based on a misconception of the financial effect of 
assessment operations. The city recovers the cost of the work 
from the assessments, so it is obviously unnecessary to raise 
funds for the purpose by the annual (tax) budget. 


PLAN IIl 


The charters of some cities require that an assessment shall 
be levied before any assessable work is commenced, the levy to 
be based on an estimate of the cost of the work. No expense 
may be incurred until after the levy. Certificates of indebted- 
ness may be levied in anticipation of the collection of assessments. 
Unpaid assessments may be sold with taxes after a stated period. 
The city at large is to be assessed for a share of the cost, this 
assessment to be paid either by budget appropriation or the 
proceeds of an issue of bonds. On the completion of the work 
if the cost is in excess of the estimate a supplemental levy is 
made; if it is below the estimate, a refund is ordered. The 
interest on assessment loans is to be paid from the interest and 
penalties on assessments. 

The entries under this plan are as follows: 

Ay — 
For levy of assessment, based on estimate 

*Assessments receivable 

Assessments against city 
To, *assessment appropriations 


a 
For contracts entered into or orders issued 
*Assessment appropriations 
To, reserve for assessment obligations 
—49—- 
For claims audited for payment 
(a) For amount reserved on order or contract 
Reserve for assessment obligations 
To, assessment appropriations 
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(b) For amount of claims audited} 
*Assessment appropriations 
To, assessment claims audited 
In the foregoing entries it is assumed that the cost was orig- 
inally estimated. If, however, the cost should be different, entries 
similar to the following will be necessary: 


—50— 
Upon the completion of work when actual cost is determined 
(a) If supplemental assessment is ordered 
*Assessments receivable 
Assessments against city 
To, *assessment appropriations 
(b) If refund is directed 
*Assessment appropriations 
To, *assessments receivable 
Assessments against city 


naiiiein 
For refunds to be paid to property owners 
*Assessments receivable 
To, assessment claims audited 

The entries for the collection of assessments, for loans for 
assessment purposes, for payment of assessment loans and 
audited claims, etc., are the same under all plans, and are shown 
under plan 1. (Entries 35 to 44 excepting entry 40 are not 
required here.) 


PLAN IV 


In still other cities the charters provide that assessable work 
shall be financed by loans and that the cost of the work shall be 
limited to the amount borrowed for the purpose. Each project 
is financed separately. The receipts from each assessment levy 
must be used only for the purpose of paying the loans issued to 
finance that particular project and not for any new assessable 
work or other assessment loans. 

The following entries will provide accounts disclosing all the 
information required in the operation of this plan. 





¢ Engineering expenses of the city, if they are to be included in the assessment 
cost, should be charged as shown in entry 49b. 
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For money borrowed for assessment work authorized 
(a) Assessment cash 
To, assessment loans 
(b) (Collateral entry) 
Local improvements authorized 
To, *assessment appropriations 


— = 
For contracts entered into or orders issued 


*Assessment appropriations 
To reserve for assessment obligations 
—54— 
For claims audited for payment 
(a) For amount reserved on order or contract 
Reserve for assessment obligations 
To, assessment appropriations 
(b) For amount of claims audited 
*Assessment appropriations 
To, assessment claims audited 
(c) Collateral entry to (b) 
*Local improvements assessable 
To, local improvements authorized 
—55— 
For levy of the assessment 
*Assessments receivable 
Assessments against city 
To, *local improvements assessable 
Due to current accounts 
If the charter of any city operating under this plan provides 
that the cash received from assessment collections shall be kept 
separate and apart and reserved to pay the assessment loans, the 
cash may be deposited in a separate bank account, apart from 
the cash received from assessment loans. The balances of both 
bank accounts, however, will be included in the one “assessment 
cash” account. 
Whether the cash is placed in a separate bank account or not, 
there is always available, under this plan, sufficient cash to meet 
all charges against balances in any of the “assessment appro- 
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priation” accounts. To determine the amount available for the 
redemption of assessment loans, reference must be made to the 
subsidiary accounts of “assessments receivable” and “assessment 
loans,” i.e., loans incurred for any particular project may not 
be paid in excess of the sums received from the assessment of 
that project. 

The entries for the collection of assessments, for payment of 
assessment loans and audited claims, etc., are the same under all 
plans and are shown under plan 1. (Entries 35 to 44 except 36 
are not required here). 


APPROPRIATIONS AND CLASSIFICATIONS OF EXPENSES 


The standard expense accounts were given in Mr. Reusswig’s 
article and, as therein stated, a classification is made first by 
governmental functions and then by objects of expenditure. In 
a work of this nature it is essential that there be ‘considerable 
elasticity in the segregation required for appropriations. Some 
of the cities are required by law to make appropriations for 
designated funds and have not heretofore kept any classification 
of the expenses charged to each fund so as to be able to prepare 
a budget wherein the expenses are classified otherwise than by 
funds. The larger cities should appropriate separately for each 
class of expense in every department, while the smaller cities 
do not find it advisable to make any segregation of the appro- 
priations for each department. 

In cities whose charters demand appropriations by funds, we 
require each fund to be subdivided so as to show the amount 
appropriated or allotted to each department whose expenses are 
to be met out of the fund. It is therefore possible, while retaining 
the fund identity as required by the charter, to regroup the 
expenses by departments and classes of expense so as to lead to 
statistics of expenses along functional lines and departmental 
detail. The smaller cities which prefer to make lump sum 
appropriations for the expenses of each department, instead of 
providing a separate appropriation for each class of departmental 
expense, are permitted to do this, but are required to classify 
the expenses as charged to the appropriations, in accordance with 
the standard expense accounts, so as to lead to the uniform 
results that are sought. 
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In this way divergent and frequently conflicting conditions 
are met without leaving any obstacles to prevent every city from | 
making a uniform report of its operations and using a uniform 
classification of its expenses. | 





The cities affected will not be compelled to install the system | 
at one time arbitrarily fixed by the state comptroller, as under 
the law the comptroller may direct the installation in each city, 
in his discretion. The procedure which has been determined is 
to install the system first in those cities that have made requests 
for its installation. An accountant attached to the bureau of 
municipal accounts is sent to the city to make a study of the 
local conditions and needs, to adapt the system to local require- 
ments and to design the forms and records needed in the opera- 
tion of the system. The accountant prepares the opening entries, 
assists in the preparation of the first budget and supervises the 
accounting work for the first month or more, until such time as 
the officers and employees of the city become familiar with the 
routine work involved in the operation of the system. | 

The cities of the state have responded rather eagerly to the 
opportunity of improving their budget and accounting methods. 
Of the forty-seven cities of the third class, the system is in 
operation or is being installed in twenty-eight cities—all this 
before it has in fact been officially formulated or printed. It is 
in the printers’ hands now, and we believe that when the other 
cities become familiar with it a number of them will make appli- 
cation for its installation. It is quite likely, however, that the 
state comptroller may be obliged at some time officially to pre- 
scribe the system for some cities and compel its installation. 





It is probably too much to expect that any system will respond 
with equal facility to the various and ofttimes conflicting demands 
which will be made upon it under such a diversity of conditions 
as prevail in the third class cities of New York. The experience 
of installing it in a fair proportion of cities, however, gives rise 
to the hope that the devices which have been adopted to make 
the system adaptable to all of the cities affected are sufficient to 
achieve that result. In all, this work represents an ambitious 
effort on the part of the state comptroller of New York to bring 
order out of chaos, which should be watched with interest by 
those engaged in similar movements elsewhere. 
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EDITORIAL 
Growth of Accountancy 


It has become purely platitudinous to speak among account- 
ants of the growth of accounting. The scope of the profession 
has developed with such tremendous rapidity that even account- 
ants themselves at times regard the changes with a feeling akin 
to amazement. 

The work of the accountant is found today in every depart- 
ment of industry and in every branch of commerce. Almost 
imperceptibly accounting has grown to be an indispensable factor 
in the policy of all business. 

The remarkable extension of accountancy education is also a 
matter which is familiar to the leaders of the profession. Where 
twenty-five years ago there was practically no attempt to provide 
instruction even in the elements of accounting in our universities 
and colleges, today we find most of the leading institutions of 
learning not only providing for instruction but granting degrees 
indicative of proficiency in the science of accounting. 

But we are apt to overlook the other important fact in regard 
to the development of the profession, and that is the growth in 
numbers. It is, of course, impossible to compile a Domesday 
Book of all those who are engaged in practice or who believe 
themselves to be so engaged, but some indication of the expan- 
sion of the profession is given in the record of membership of 
the American Association of Public Accountants. 

In 1887, when the association was founded, there was a 
membership which could be comfortably accommodated in the 
ordinary small office of that period, and it may safely be assumed 
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that in the membership at that time were practically all the 
important practising accountants in New York. When the 
American Association of Public Accountants transferred its 
membership to the Institute of Accountants in September last 
there was a total of 1,169 members. In other words, in twenty 
years the profession had increased many hundred per cent.— 
exactly how many, of course, it is impossible to determine. 
The roll of certified public accountants is also incomplete, but 
it has been estimated that there are in the neighborhood of 3,000. 
Of course, in this number there are several hundreds of men 
who accepted the certified public accountant certificate under 
waiver clauses, were not in public practice at the time and had 
no intention of going into public practice. Amplitude of “waiver” 
clauses was responsible for accession to the nominal ranks of 
accountants of many men who should never have been so rated. 


Assuming, however, that the great majority of certified public 
accountants are in public practice, we are still far short of the 
actual number of men in the country who are truly public 
accountants, that is to say, men whose principal source of liveli- 
hood is derived from the rendering of personal service to the 
public generally. In every city and in many of the small towns 
there are considerable numbers of men who have no occupation 
other than public practice, whose names have never come before 
any state board of accountancy, and most of them have a fair 
working knowledge of the principles of accounting and its 
related subjects. Naturally the scope of their work is limited 
and in too many cases the range of vision is restricted. They 
are far too apt to circumscribe their familiarity with accountancy 
by the four walls of an office. Many of them care little for what 
the profession is doing, provided they themselves can make a 
livelihood. This charge, however, cannot be restricted to uncerti- 
fied public accountants. It bears with peculiar pressure upon 
many of the men whose certificates are of long standing and 
whose experience should have sharpened their senses and sensi- 
bilities. 

The establishment of the American Institute of Accountants 
has appealed to many of the uncertified accountants and it has 
been a source of astonishment to accountants who had not given 
the matter great thought to find how many public accountants 
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there are practising without certificates, many of them employing 
comparatively large numbers of assistants and most of them 
doing a substantial amount of work. To embrace this class of 
men was one of the fundamental hopes of the founders of the 
American Institute of Accountants. 

The American Association of Public Accountants was 
restricted by its constitutional provisions to members of state 
societies all of whose members were certified public accountants. 
This restriction came perilously near to reproducing the error upon 
which the accounting profession in Great Britain has been split. 
Had the Institute of Chartered Accountants at the beginning of 
its career manifested greater breadth of vision and a desire to 
embrace all reputable public accountants there might not have 
been two important societies in England, and it is undoubted that 
the centralized efforts of those who have become members of the 
incorporated society and of the institute would have been far more 
effective in producing good result; for the public generally and 
for the profession particularly than has been possible under the 
divided control which has been due entirely to the undemocratic 
plan of organization in the first instance. 

The American Institute of Accountants is seeking to avoid 
any charge of being a close corporation, a trust or any of the 
other reprehensible things which are wont to frighten the Amer- 
ican mind. It would be pure folly to attempt to restrict member- 
ship anywhere short of the boundary line of reputation and 
ability. The institute wants on its roll every accountant who is 
honestly engaged in public practice, who has a sufficient know- 
ledge of the science of accounting to justify him in offering his 
services to the public without jeopardy to the public interest. 
The board of examiners has given assurance that the examina- 
tions to be conducted will be such as will test the ability of the 
applicant but will not present any of those favorite devices of 
some of our state examiners which leave the examinee in complete 
darkness as to the intent of the questions propounded. 

The object of the examination is to admit qualified members 
and associates and we venture to believe that if this object had 
been kept in mind by all state accountancy boards we should have 
had far less dissatisfaction and the sticcess of the certified public 
accountant movement would have been far more noteworthy. 
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It must not be inferred from what has been said that the 
board of examiners has any intention of presenting examination 
questions which are inadequate to provide a proper test of the 
applicant’s ability. The examinations will not be easy. Experi- 
ence and good ability will be needed; but the questions will be 
straightforward, honest applications of those principles with which 
every accountant should be familiar and without a knowledge of 
which no one should presume to offer his services to the public. 


Inquiries which have been received by the board indicate that 
the great majority of practising accountants will probably apply 
for membership in the institute. Some of these are men who 
were doubtful of the success of the certified public accountant 
movement at the beginning and did not avail themselves of the 
“waiver” privileges. Others are men who failed to pass exam- 
inations set by state boards. Strangely enough, failure to satisfy 
some of the boards of accountancy is not necessarily an indica- 
tion of lack of ability. We have it on excellent authority that 
men whose accounting ability is of the highest order have failed. 

It is a peculiarly happy coincidence that the establishment of 
the institute with its broad and generous opportunities should 
occur at a time when the public accounting profession has taken 
such a rapid stride forward. The necessity of some sort of 
regulation of all practising accountants is recognized by every- 
one engaged in the work and the institute provides the required 
medium. 





Idaho C.P.A. Bill 


The history of certified public accountant legislation threatens 
to become a record of retrogression. Some of our newest laws 
are the worst which have been enacted. In the March issue we 
referred to the disappointing results of the C.P.A. movement 
and an excellent illustration of the possibility of debasing the 
C.P.A. certificate is found in a bill which has been introduced in 
the lower house of the Idaho legislature. 

The bill calls for the issuance of a certificate under waiver to 
“any person who has had five years’ practical experience in 
accounting, acquired (a) in practising the profession of account- 
ancy to the exclusion of any other profession on his own account, 
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or (b) in the office of a public accountant, or (c) in a responsible 
accounting position in the employ of a business corporation, firm 
or individual, at least one year of which time prior to date of 
application shall have been within the state of Idaho.” 

The result of this proposal if carried into law may be that 
the words “accounting experience” will be construed to mean 
merely bookkeeping, in which case any bookkeeper, of whatever 
ability or experience, of five years’ standing who has worked in 
Idaho one year and now resides anywhere in the world may send 
his $25 to Idaho and receive therefrom a certificate that he is 
entitled to practise as a certified public accountant. 

If further argument in favor of a national standard had been 
needed the mere suggestion of such a bill as that mentioned 
would provide it. 





Honors For British Accountants 


Accountants will learn with gratification of the high honor 
which has been conferred upon Samuel Lever, a member of the 
firm of Barrow, Wade, Guthrie and Company, of New York, 
and of Lever, Anyon, Honeyman and Spence, of London. Soon 
after the outbreak of the war he was asked to go to London and 
assist in organizing the munitions department of the government, 
in which he has done splendid work. He is, we believe, the first 
member of the accounting profession to receive the distinction 
K: C. B. 

A knighthood has also been conferred upon George Alexander 
Touche, senior partner of the firm of George A. Touche and 
Company, of London, and of Touche, Niven and Company of 
New York. 
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Income Tax Department 
Epitep sy Joun B. Niven, C.P.A. 


Various treasury rulings dealing with federal taxation have been 
issued this month and are referred to under the appropriate heading. 


I. Income Tax 


T. D. 2445 extends the time for filing income tax returns for the year 
1916 by nonresident alien individuals and corporations or their represen- 
tatives in this country, and by or in behalf of American citizens residing 
or traveling abroad, to May 1, 1917. If a further extension is required, 
direct application must be made. 

T. D. 2446 gives exhaustive instructions as to the manner in which the 
deduction allowed under the income tax law for depletion of a mineral 
deposit should be computed. 


T. D. 2447 gives, in the same manner, instructions for the computation 
of the charge for depletion of oil or gas producing properties. 


T. D. 2451 publishes the decision of the United States court of claims 
in a case raised by an insurance company for the refund of certain excise 
and income taxes collected under the corporation tax law of 1909. While 
the whole decision has a bearing on the present law, it is of most interest 
generally because of the views which it contains on the interpretation of 
what is meant by the word “income” used not only in the 1909 statute, but 
also in the statute of September 9, 1916. The gist of the whole discussion 
is that the word “income” as used in revenue legislation has been uni- 
formly construed by the courts to include only the receipt of actual cash 
as opposed to contemplated revenue due but unpaid, unless a contrary 
purpose is manifest from the language of the statute. The court found 
no such contrary purpose in this case, nor indeed is it even indicated in 
any of the recent income tax statutes, and, in the terms of this decision, 
what is taxed is “net income received,” not income accruing or accrued. 
So far as most individuals are concerned, the decision does not alter the 
present practice; but in the case of some individuals and of corporations 
the application of this decision to practice would entail considerable hard- 
ship. 

Notwithstanding the exact terms of the decision, however, and accord- 
ing to the regulations at present in force, the situation appears to be 
saved so far as the present position is concerned by the provision of the 
1916 law that the method of arriving at net income used by the taxpayer 
in his or its system of bookkeeping may be accepted as the basis of the 
income tax return. The corporation, it therefore appears, may use the 
strictly cash basis in making up its return on the basis adopted in its 
bookkeeping system. 
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T. D. 2452 authorizes the use by nonresident alien organizations who 
are the owners of record only of stock of domestic corporations, of form 
1087 to disclose actual ownership and claim exemption. 


In addition to these treasury rulings there has been published a copy 
of the act approved March 3, 1917, to provide increased revenues for 
certain purposes, in which act the following amendment of the act 
approved September 9, 1916, appears. 


RETURNS OF DIVIDENDS 


Sec. 402. That title I of the act entitled “An act to increase the 
revenue, and for other purposes,” approved September eighth, nineteen 
hundred and sixteen, be amended by adding to part III a new section 
as follows: 


“Sec. 26. Every corporation, joint-stock company or association, or 
insurance company subject to the tax herein imposed, when required by 
the commissioner of internal revenue, shall render a correct return, duly 
verified under oath, of its payments of dividends, whether made in cash 
or its equivalent or in stock, including the names and addresses of stock- 
holders and the number of shares owned by each, in such form and 
manner as may be prescribed by the commissioner of internal revenue, 
with the approval of the secretary of the treasury.” 


II. Excess Prorits Tax 


The terms of the act approved March 3, 1917, imposing an additional 
tax on the profits of corporations and partnerships in excess of $5,000 
and 8 per cent. of the capital invested, is given. 


Treasury RuLINGs oN INcomE Tax 
(T. D. 2445, February 12, 1917) 


Extension of time in which to file returns of annual net income for the 
year 1916 by or in behalf of nonresident alien individuals and corpora- 
tions and American citizens residing or traveling abroad. 

Your attention is directed to the provisos contained in section 8 (b) 
and section 14 (c), act of September 8, 1916, which read, respectively : 

That the commissioner of internal revenue shall have authority to 
grant a reasonable extension of time, in meritorious cases, for filing 
returns of income by persons residing or traveling abroad who are required 
to make and file returns of income and who are unable to file said returns 
on or before March first of each year. 

That the commissioner of internal revenue shall have authority, in the 
case of either corporations or individuals, to grant a reasonable extension 
of time in meritorious cases, as he may deem proper. 

Under these provisions of law, in view of the disturbed conditions 
abroad and the consequent interference with the usual channels of com- 
munication, an extension of time to include May 1, 1917, is granted for 
filing income tax returns for the year 1916 by nonresident alien individuals 
and corporations or their proper Tepresentatives in the United States, and 
by or in behalf of American citizens residing or traveling abroad, in all 
cases where returns cannot be filed on or before March 1, 1917. 
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In all such cases there is required to be attached to the return a state- 
ment of the reasons for the delay, and if an extension of time beyond 
May 1, 1917, shall be desired, it is required that application shall be made 
in each particular case, with a statement of the reasons for the request. 


(T. D. 2446, February 7, 1917) 


Individuals and corporations engaged in mining may compute depletion 
deductions from gross income on the basis of the fair market value of 
the mine content as of March 1, 1913, if the property was acquired 
prior to that date or on the basis of cost if acquired subsequent to 
that date. 


Paragraphs “seventh” and “eighth” of section 5 (a) and paragraph 
“second” of section 12 (a) of title I of the act of September 8, 1916, 
authorize individuals and corporations to deduct from gross income “a 
reasonable allowance for exhaustion, wear, and tear of property, and 
ee (b) in the case of mines, a reasonable allowance for depletion 
thereof, not to exceed the market value in the mine of the product thereof 
which has been mined and sold during the year for which the return and 
computation are made,” provided that when the sum of the annual allow- 
ances for depletion equals the capital originally invested, or in case of 
purchase prior to March 1, 1913, the fair market value as of that date 
of - mineral “in place,” no further allowance on this account shall be 
made. 

Ownership of the mine content at the time for which the computation 
is made is an essential prerequisite to an allowable deduction. 

The paragraphs of the title above referred to authorize, in the case 
of mines, two classes of deductions to take care of the wasting of assets, 
namely, (a) depreciation, (b) depletion. 

Depreciation comprehends loss due to exhaustion, wear, and tear of 
physical property, other than natural deposits, and the annual allowance 
contemplated by this title on this account will be ascertained by spreading 
ratably the cost of the property over the probable number of years con- 
stituting its life. 

In determining the amount of depreciation deductible in the case of 
buildings, the cost or value of the land upon which the buildings are 
situated will be excluded and will not be considered a part of the original 
capital to be extinguished through depreciation deductions. The amount 
to be taken care of through depreciation deductions applicable to physical 
property other than natural deposits will always be the capital invested 
in it and not a value which may be arbitrarily fixed as of March 1, 1913, 
or as of any other date. 

In the case of mines (other than oil and gas wells), if the property was 
acquired prior to March 1, 1913, the amount of invested capital which may 
be extinguished through annual depletion deductions from gross income 
will be the fair market value of the mine property as of March 1, 1913. 
The value contemplated herein as the basis for depletion deductions 
authorized by this title must not be based upon the assumed salable value 
of the output under current operative conditions, less cost of production, 
for the reason that the value under such conditions would comprehend 
the earning capacity of the property. 

Neither must the value determined as of March 1, 1913, be speculative, 
but must be determined upon the basis of the salable value en bloc as of 
th=t date of the entire deposit of minerals contained in the property owned, 
exclus*.e of the improvements and development work; that is, the price 
at which ths natural deposits or mineral property as an entirety in its 
then condition could iisve been disposed of for cash or its equivalent. 

The value en bloc having been thus ascertained, an estimate of the 
number of units (tons, poinds, etc.) should be made. The en bloc 
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value divided by the estimated number of units in the mine or mining 
property will determine the per unit value, which, multiplied by the number 
of units mined and sold during any one year, will determine the sum 
which will constitute an allowable deduction from the gross income of 
that year on account of depletion. 

Deductions computed on a like basis may be made from year to year 
during the ownership under which the value was determined, until the 
aggregate en bloc value as of March 1, 1913, of the mine or mineral 
deposits shall have been extinguished, after which no further deduction 
on account of depletion with respect to this property will be allowed to 
the individual or corporation under whose ownership the en bloc value 
was_determined. 

The precise detailed manner in which the estimated fair market value 
of mineral deposits as of March 1, 1913, shall be made must naturally 
be determined by each individual or corporation interested, and who is 
the owner thereof, upon such basis as must not comprehend any operating 
profits, the estimate in all cases to be subject to the approval of the 
commissioner of internal revenue. 

Every individual or corporation claiming and making a deduction for 
depletion of natural deposits shall keep an accurate ledger account, in 
which shall be charged the fair market value as of March 1, 1913, or the 
cost, if the property was acquired subsequent to that date, of the mineral 
deposits involved. This account shall be credited with the amount of the 
depletion deduction claimed and allowed each year, to the end that when 
the credits to the account equal the debits no further deduction for deple- 
tion with respect to this property will be allowed. The value determined 
and set up as of March 1, 1913, of the cost of the property if eeres 
subsequent to that date will be the basis for determining the depletion 
deduction for all subsequent years during the ownership under which 
the value was fixed, and during such ownership there can be no revalu- 
ation for the purpose of this deduction if it should be found that the 
estimated quantity of the mineral deposit was understated at the time 
the value was fixed or at the time the property was acquired. 

In cases wherein the quantity of the mineral deposit in the mine prior 
to March 1, 1913, cannot be estimated with any degree of accuracy, it 
will be necessary, if depletion deductions are to be availed of, for the 
individual or corporation owning the deposits, with the best information 
available, to arrive at the fair market value of the property as of March 
1, 1913, that is, its fair cash value en bloc if such value is believed to be 
other than its original cost, which value, during the period of the owner- 
ship under which it was determined, shall be final, and shall be charged 
to the property account as hereinbefore indicated, and then, on the basis 
of the most probable number of units in the property, the per unit value 
shall be determined as the basis for computing annual depletion allow- 
ances, this method and allowances to be continued until, but not beyond, 
the time when the value as of March 1, 1913, shall have been extinguished. 

The original cost of the mineral deposit may be taken as the basis for 
computing annual depletion deductions if the fair market value as of 
March 1, 1913, as hereinbefore required, cannot be ascertained otherwise, 
allowance being made for minerals which may have been removed prior 
to that date. 

In cases where a mineral property was acquired subsequent to March 1, 
1913, the same rule for computing the annual depletion deduction will 
apply, except that in such case the hasis of the computation will be the 
actual cost rather than the value as of March 1, 1913. 

The foregoing rules apply to owners in fee of mines and mining 
properties, and do not contemplate that an individual or corporation 
operating a mine under lease on a royalty basis shall be entitled to any 
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deduction for depletion. If, however, the lessee, in addition to royalties, 
paid or pays a stipulated sum for the right to explore, develop, and operate 
a mine, the amount so paid may be ratably distributed over the life of the 
lease or the probable life of the mine under ordinary operating conditions, 
and the lessee may deduct annually as a rental payment an aliquot part 
of the amount of the bonus so paid until such amount has been 
extinguished. 

To the return made pursuant to the above rule there should be attached 
a statement setting out (1) whether the operator is a fee owner or lessee; 
(2) in the case cf a fee owner, (a) the fair market value of the mineral 
deposits as of March 1, 1913, if the property was acquired prior to that 
date, (b) the cost of the mineral property if acquired subsequent to that 
date; (3) the method by which the value as of March 1, 1913, was deter- 
mined in case the property was acquired prior to that date; (4) the 
estimated quantity in units in the mine as of March 1, 1913, or at the 
date of purchase if acquired subsequent to that date; (5) the number of 
units removed and sold during the year for which the return was made; 
and (6) any other data which would be helpful in determining the reason- 
ableness of the depletion deduction claimed in the return. 

In the case of a lessee, the statement should show (a) the amount of 
the bonus or other payment made for the right to operate the mine; (b) 
the period covered by the lease. 


(T. D. 2447, February 8, 1917) 


Individuals and corporations from whose property oil or gas is produced 
may deduct from gross income on account of depletion such a 
percentage of the fair market value as of March 1, 1913, of the oil or 
gas properties, if acquired prior to that date, or of the cost of such 
properties if acquired subsequent to that date, as the reduction in flow 
and production of the year for which the return is made in a percentage 
of the flow and production of the previous year. 


Section 5, deduction “eighth,” and section 12, deduction “second,” of 
title I, act of September 8, 1916, authorize individuals and corporations 
owning or operating gas or oil producing properties to make deductions 
from gross income on account of depletion as follows: 

In the case of gas and oil wells, a reasonable allowance for actual 
reduction in flow and production, to be ascertained not by the flush flow 
but by the settled production or regular flow, provided that when the 
allowance authorized shall equal the capital originally invested, or in case 
of purchase made prior to March 1, 1913, the fair market value as of 
that date, no further allowance shall be made. 

The purpose of this provision is to afford a means whereby the indi- 
vidual or corporation owning oil or gas producing properties may, during 
the period of operation, deduct from gross income the cost of, or capital 
actually invested in, the natural deposits if the investment was made 
subsequent to March 1, 1913, or the fair market value as of March 1, 1913, 
if purchased prior to that date, the measure of the deduction being the 
reduction in the flow and production. 

The annual deduction authorized by the above-quoted provision must 
be reasonable and not in excess of such a percentage of the cost or value, 
as the case may be and as herein defined, of the oil or gas producing prop- 
erties as is indicated by the reduction in the original flow or settled pro- 
duction of one year as compared with that of the preceding year. 

For the purpose of this deduction note may be taken of the reduction 
in flow and production of such individual wells as were producing oil or 
gas during or at some time within the year of groups of wells or of all 
wells in the field or territory embraced in the same ownership. If tested 
by the aggregate flow of all of the wells in the field or territory owned 
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by an individual or corporation and new wells shall have been developed 
during the year, it is possible that at the end of the year there will have 
been no reduction in flow and production, in which case, under the specific 
provision of the law hereinbefore quoted and under which the depletion 
deduction is measured by the reduction in flow and production, there can 
be no deduction for depletion. 

Hence, in the case of a field or territory in course of development or 
in which new wells are being drilled, if the depletion deduction is to be 
availed of in the returns of annual net income each individual well or 
possibly each group of wells in operation at the beginning of, or brought 
in, during the year, if the flow and production of the group of wells is so 
assembled to be tested must be tested at the end of the year in order 
that the decline in the flow and production may be determined. ~ 

New wells or new groups of wells brought in during the year may be 
tested as soon as they have reached the stage of settled production or 
regular flow, and then again at the end of the year. The decline in flow 
and production, if any, as indicated by these tests will be reduced to a 
percentage basis and a like percentage of the capital invested in the oil 
or gas property (exclusive of machinery, equipment, etc.) will constitute 
an allowable deduction from the gross income of the year on account of 
depletion. Thus, if the decline in the flow and production during the year 
of, say, 10 wells, costing $100,000, has been 5 per cent., as compared with 
the production and flow as indicated by a test made at the beginning of 
the period, then 5 per cent. of $100,000, or $5,000, will, for the year for 
which the computation is made, constitute an allowable depletion deduction 
in favor of the individual or corporation owning and operating the property. 

If the wells are so situated that their flow and production may 
assembled in order to test and ascertain the reduction in the output as a 
basis for computing depletion, it will be necessary for the corporation or 
individual owning the property and claiming a depletion deduction to take 
an accurate gauge of the production and flow of each well at a certain 
same period of each year, and by comparing this gauge with that of the 
previous year determine the percentage by which the production and flow 
has been reduced. This having been done as to all of the wells in operation, 
an average percentage rate of reduction in flow and production will be 
ascertained and this rate will be applied to the capital invested; that is, 
the value of the oil or gas property as of March 1, 1913, or the cost of 
the same if acquired subsequent to that date, for the purpose of deter- 
mining the amount which may be allowably deducted from gross income 
by such owning individual or corporation on account of depletion. 

In case of a field or territory fully developed and in which no new 
wells are being drilled, a comparison of the quantity of oil or gas pro- 
duced during the year for which the computation is made with the quan- 
tity produced during the last preceding year, will disclose the reduction, 
and the percentage thus indicated of the reduction in flow and production 
of such field will be the measure of the depletion deduction to be taken 
by the owner with respect to the capital invested in such field. 

Notwithstanding the fact that the drilling of new wells may offset the 
reduction in the production and flow of the older wells in the field not 
fully developed, the provision of the law hereinbefore quoted does not 
authorize, and this office cannot permit, a depletion deduction to be taken 
so long as the flow and production of the unit, be it a well or group of 
wells or the entire territory, is as great during the year for which the 
return is made as it was for the year immediately preceding. 

Illustrating in a general way the above rule as applied to a field or 
territory the case may be taken of an oil property in which the capital 
invested, either actual cost or fair market value, as the case may be, is 
$500,000 and the production during the year for which the return is made 
was 47,500 barrels, and for the year immediately preceding 50,000 barrels. 
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This would indicate a reduction in production of 2,500 barrels, or a decline 
of 5 per cent. Applying this rate to the capital ($500,000) the individual 
or corporation owning the property would be entitled to deduct from gross 
income as depletion for the year for which the return is made the sum of 
$25,000, that is, 5 per cent. of the invested capital. 

The depletion deduction in all cases until the capital invested is 
extinguished will be such a percentage of the unextinguished capital as 
the reduction in flow or production of one year is a percentage of the 
flow or production of the previous year. 

The estimate of the fair market value of gas and oil properties as of 
March 1, 1913, on which depletion deductions are based shall be the price 
at which the property as an entirety might have been sold for cash or its 
equivalent as of that date. The value hereinbefore contemplated must 
naturally be determined by each individual or corporation interested and 
who is the owner of the property upon such basis as will not comprehend 
any operating profits, the estimated value in all cases to be subject to the 
approval of the commissioner of internal revenue. 

Every individual or corporation entitled to a deduction for depletion 
on account of reduction in flow or production of oil or gas shall keep an 
accurate ledger account, in which shall be charged the fair market value 
as of March 1, 1913, or the cost, if the property was acquired subsequent 
to that date, of the property whose value declines with the removal of the 
natural deposits. This account shall be credited with the amount of the 
depletion deduction claimed and allowed each year, to the end that when 
the credits to the account equal the debits, no further deduction for deple- 
- ~ respect to this property and the capital invested in it will be 
allowed. 

The value determined and set up as of March 1, 1913, or the cost of 
the property if acquired subsequent to that date, will be the basis for 
determining the depletion deduction for all subsequent years during the 
ownership under which the value was fixed, and during such ownership 
there can be no revaluation for the purpose of this dedyction if it should 
be found that the estimated quantity of oil or gas contained in the prop- 
erty was understated at the time the value was fixed or at the time the 
property was acquired. 

The provision of the law authorizing the depletion deduction, designed 
as it is to provide a means whereby the invested capital of an individual 
or corporation may not be subject to the tax imposed by this title, does 
not apply to individuals or corporations who are operating oil or gas 
properties under lease, since in those cases the operator has no capital 
invested in such properties. By capital invested, as herein used, is meant 
the fair market value of the properties as of March 1, 1913, if acquired 
prior to that date, or their actual cost if acquired subsequent to that date, 
as it relates to the owner in fee of the properties. 

Lessees will, however, be permitted to deduct from gross income each 
year a reasonable allowance for depreciation, which depreciation applies to 
the physical property, including rigs, tools, machinery of all kinds, pipes, 
casing and other equipment necessary to the operation of the wells or 
field. If lessees, in order to secure the right to enter upon, explore, 
develop, or operate gas or oil properties, paid or shall pay a bonus in 
addition to royalties the amount of such bonus so paid may be ratably 
distributed over the life of the lease or over the productive life of the 
property, and the lessee may deduct annually as a rental payment an 
aliquot part of the amount of the bonus so paid until such amount has 
been extinguished. 

The incidental expenses of drilling wells, that is, such expenses as are 
paid for wages, fuel, repairs, etc., which do not necessarily enter into and 
form a part of the capital invested or property account, may, at the option 
of the individual or corporation owning and operating the property, be 


294 




















Income Tax Department 


charged to property account subject to depreciation or be deducted from 
gross income as an operating expense. If, in exercising the option, the 
operating individual or company charges the expense of drilling wells to 
property account, the same may be taken into account in determining a 
reasonable allowance for depreciation during each year until the property 
account thus augmented has been extinguished through annual deprecia- 
tion deductions, after which no further deduction on this account will be 
permitted. The cost of drilling dry or nonproductive wells may be deducted 
from gross income as a loss. 

To each return made by an individual or corporation owning and 
operating oil or gas properties there should be attached a statement show- 
ing (1) (a) the fair market value of the property (exclusive of machinery, 
equipment, etc.), as of March 1, 1913, if acquired prior to that date, or 
(b) the actual cost of the property if acquired — to that date; 
(2) how the fair market value of the property as of March 1, 1913, was 
ascertained; (3) the quantity of oil or gas produced during the year for 
which the return was made; (4) the quantity produced during the year 
immediately preceding; (5) how the depletion deduction claimed in the 
return was computed, whether upon the decline in flow and production of 
individual wells, groups of wells, or the entire field; and (6) any other 
data which would be helpful in determining the reasonableness of the 
depletion deduction claimed in the return. 

If the operator is a lessee that fact should be stated and an explana- 
tion given as to the basis and property upon which any depreciation deduc- 
tion is claimed, it being understood, as hereinbefore indicated, that depre- 
ciation relates to the loss due to the use, wear, and tear of physical 
property, and that the lessee is not entitled to any deduction for the 
depletion or exhaustion of the oil or gas deposits, but may deduct annu- 
ally as a rental payment an aliquot part of any bonus paid for the right 
to enter upon, explore, develop, and operate oil or gas territory, as well 
as the royalty payments made to the lessor for the oil or gas removed 
from such property, provided the entire proceeds from the oil or gas 
produced during the year are returned in the gross income of the operator. 

The above rule for computing allowable depletion deductions being set 
out in the law, no deduction on this account will be allowed if computed 
upon any basis other than that authorized by the law and further ampli- 
fied in this decision. 


(T. D. 2451, February 20, 1917) 
Income tax—Insurance companies—Decision of court 


1. Income MEANS Receipts In CASH. 
Income means what has come in or receipts. 


2. Recerpt By AGENT 1S Recerpr BY PRINCIPAL. 

Company obligated to report in full the total sums received in cash, 
both amounts received at the home office and those paid to its lawful 
agencies during the calendar year. 

3. Net AppITION To REeseRvE Funps. 

Only the net addition to reserve funds required by state statutes is 
deductible from gross income. No state law has been pointed out which 
requires the maintenance of reserve fund to secure payments of taxes, 
salaries, and brokerage and agents’ commissions. 

4. DecREASBS IN RESERVE FUNDs. 

Reserve funds when released are in their very essence income. 

The appended decision of the United States court of claims in the 


case of the Maryland Casualty Co. v. United States is published for the 
information of internal revenue officers and others concerned. 
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Court or CLAIMS OF THE Unitep States. No. 33191 
Maryland Casualty Co. v. United States 
[Decided February 12, 1917] 


Booth, judge, delivered the opinion of the court: 


The petition in this case alleges certain facts upon which the claimant 
company rest a contention for the refund of certain excise and income 
taxes said to have been illegally collected under section 38 of the act of 
August 5, 1909 (36 Stat. L., 112), and section 2, division G, of the act 
of October 3, 1913 (38 Stat. L., 172). The amount claimed is $16,306.16. 


Section 38 of the act of August 5, 1909, provides as follows: 

Sec. 38. That every corporation, joint-stock company or association, 
organized for profit and having a capital stock represented by shares, and 
every insurance company now or hereafter organized under the laws of the 
United States or of any state or territory of the United States or under the 
acts of congress applicable to Alaska or the District of Columbia, or now or 
hereafter organized under the laws of any foreign country and engaged 
in business in any state or territory of the United States or in Alaska or 
in the District of Columbia, shall be subject to pay annually a special 
excise tax with respect to the carrying on or doing business by such cor- 
poration, joint-stock company or association, or insurance company, 
equivalent to one percentum upon the entire net income over and above 
five thousand dollars received by it from all sources during such year, 
exclusive of amounts received by it as dividends upon stock of other 
corporations, joint-stock company or association, or insurance companies, 
subject to the tax hereby imposed. 


Division G of the act of October 3, 1913, provides as follows: 


(c) The tax herein imposed shall be computed upon its entire net 
income accrued within each preceding calendar year ending December 
thirty-first: Provided, however, That for the year ending December 
thirty-one, nineteen hundred and thirteen, said tax shall be imposed upon 
its entire net income accrued within that portion of said year from March 
first to December thirty-first, both dates inclusive, to be ascertained by 
taking five-sixths of its entire net income for said calendar year. 


In pursuance of the foregoing enactments the claimant, a casualty 
insurance company organized and incorporated under the laws of the state 
of Maryland, made its return to the commissioner of internal revenue 
for the years 1909 to 1912, inclusive. The commissioner declined to accede 
in all respects to the returns as made, insisting upon various amendments 
of the same, which, as he claimed, more nearly reflected the net income 
of the corporation for taxable purposes. The claimant company paid the 
additional taxes assessed under the amended returns under protest, and 
herein seeks to establish a misconstruction of the law under which the 
same were assessed and collected. 

Without discussing the details of the various returns as they appear 
in the findings, the case may be disposed of as to the legal propositions 
involved by taking them up in the order adopted by the parties in the case 
in their briefs. 

The original returns made by the company for each year covered by 
the petition in this case, except for the year 1913, was made upon a basis 
of cash received as distinguished from the total amount of business done 
on paper, i.e., a written basis. The commissioner amended each return 
so made to comply with a return made by the company to the state insur- 
ance department of the state of Maryland, wherein it listed its total busi- 
ness transactions, both cash received in premiums and premiums due on 
insurance written but not received at the home office of the company 


296 
































Income Tax Department 


during the calendar year. The claimant company now contends that its 
original returns made upon a cash basis couform to the excise law, and 
upon them alone was the tax to be assessed and collected. 


The language of the taxing act clearly imports an intent to tax the 
entire net income, with certain deductions, received by the company from 
all sources during the calendar year. While the tax itself is an excise 
tax, imposed upon the privilege of doing business in a corporate capacity, 
the amount of the tax is measured by the net income received from all 
sources during the time stated. Flint v. Stone Tracy Co. (220 U. S., 108). 

The word “income,” as used in revenue legislation, has a settled legal 
meaning. The courts have uniformly construed it to include only the 
receipt of actual cash as opposed to contemplated revenue due but unpaid, 
unless a contrary purpose is manifest from the language of the statute. 
What is taxed by the terms of the foregoing statutes is “net income 
received,” not income accruing or accrued which has not been received 
and portions of which may never be received. While the phrases 
“income received” and “income accrued” are frequently used in the same 
statute, the courts have not departed, unless it expressly appears otherwise, 
from a construction of the law in accord with an intention to reach the 
actual and not the potential income of the corporation. In the income- 
taxing act of 1913 (38 Stat., L., 172) the preceding phrases are employed; 
in fact, the act of 1913, in speaking of income as applied to insurance 
companies and domestic corporations, uses the above phrases as follows: 
“Income arising or accruing,” “income received,” and “income accrued.” 
Doubtless it was the intention of congress in legislation of this character 
to employ terms of sufficient comprehension to reach the actual income 
of the corporation by foreclosing any possible avenue of escape, but it 
can hardly be said that in so doing an inteneion prevailed to tax that 
which did not actually exist, except on paper, as income accrued during 
the taxing period. One cannot be said to receive an income of defined 
proportions until he balances receipts and deductions at the end of a 
stated period and ascertains not what is due but what has been actually 
received. The assets and liabilities of a corporation may be measured 
by a different rule of accounting, but income as defined by the courts 
means, as said in United States v. Schillinger (14 Blatchf. 71), “in the 
absence of any special law to the contrary, income must be taken to mean 
money, and not the expectation of receiving it or the right to receive it at 
a future time.” 


In Mutual Benefit Life Insurance Co. v. Herold (198 Fed., 199), Judge 
Cross in the United States district court for New Jersey, had before him 
an excise case in which this identical question was directly involved. After 
reviewing at length the general intendment of taxing statutes, a part of 
his discussion with reference to this question is in the following language: 

That law provides that the tax is to be— 

“One per centum upon the entire net income over and above five thou- 
sand dollars received by it from all sources during such year, exclusive 
of amount received by it as dividends upon stock of other corporations, 
joint-stock companies or associations, or insurance companies, subject to 
the tax hereby imposed.” 

This language seems clearly to indicate that the net income, which is 
the measure of taxation, means what has actually been received, and not 
that which, although due, has not been received, but its payment for some 
reason deferred or postponed. Furthermore, an examination of the act 
shows that the net income is to be ascertained by deducting from the 
gross income— 

(1) “All the ordinary and necessary expenses actually paid within the 
year out of income in the maintenance and operation of its business and 
properties.” 
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(2) “All losses actually sustained within the year,’ etc.; “also the 
sums other than dividends paid within the year on policy and annuity 
contracts, and the net addition, if any, required by law to be made within 
the year to reserve funds.” 

(3) “Interest actually paid within the year on its bonded and other 
indebtedness,” etc., “and in the case of a bank, banking association, or 
trust company, all interest actually paid by it within the year on deposit.” 

(4) “Also all sums paid by it within the year for taxes,” etc. 

(5) “All amounts received by it within the year as dividends upon 
stock of other corporations, joint-stock companies or associations, or 
insurance companies, subject to the tax hereby imposed.” 

Since, then, the language of the act is explicit in permitting only such 
deductions from the gross income as were actually paid during the current 
year, it would be strange indeed if on the opposite side of the account 
the company were charged with what it had not received during the cur- 
rent year. No reason appears or has been suggested for so radical and 
unwarranted a departure. Furthermore, the word “income” means, as 
already shown, that which has come in, and not that which might have 
come in, but did not. If expenditures means what has been paid out, or 
outgoes, then income means what has come in, or receipts. The matter, 
however, does not rest entirely upon arbitrary statement, since there are 
a number of cases which throw light upon the question. 

It is true, as observed by the defendants, that the above case concerned 
a life and not a casualty insurance company, and that the decision rested 
to some extent upon a belief that the state insurance department required 
an annual report upon a cash basis. Nevertheless the distinction is not 
of such importance as to destroy the reasoning. The ascertainment of 
the taxable income is obviously not affected by the difference in the 
character of the business conducted, nor by what is left to regulation by 
the laws of the different states. The law now under consideration imposes 
a tax by express provisions and unless “income received” can be construed 
to include prospective gains, sometimes secured, sometimes unsecured, it 
must be limited, as its terms imply, to what is certain, easily known, and 
easily computed. 

The Herold case, supra, came before the circuit court of appeals (201 
Fed., 918). The question referred to above was not discussed by the 
appellate court; the opinion concerns but a single question other than the 
above. The decision of the district court was affirmed, however, the par- 
ties seemingly being content with the decision with respect to this par- 
ticular issue, as it was not raised upon appeal. The rule was followed 
in Insurance Co. of North America v. McCoach (218 Fed., 905) ; Connec- 
ticut Mutual Life Insurance Co. v. Eaton (218 Fed., 188 and 223). The 
defendants have cited no decisions to the contrary and, doubtless, it can- 
not be done. 

The record reveals a state of facts apropos of this particular conten- 
tion which conclusively shows that the claimant company ia its original 
return did not report its actual cash income for the calendar year 1909. 
A system of accounting adopted by the company allowed a period of two 
months to local agencies in which to report their cash premium receipts 
to the home office. Such a system, in view of the rules and regulations 
of the commissioner of internal revenue, does not “clearly reflect” the 
company’s income, for it is admitted that some and perhaps the greater 
portion of premiums listed in the original return as due but unpaid have 
been paid to the company’s agents. A payment to the agent is payment 
to the principal, and the company under the rules of the commissioner 
has until March 1 following the close of the calendar year to make its 
return. While under the provisions of the act of September 8, 1916 (39 
Stat. L., 771), a corporation’s system of bookkeeping is not to be dis- 
turbed, still it is apparent from the language of the section so providing 
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that the system adopted must be such as to “clearly reflect its income.” 
The company in the present case is obligated under the law to report in 
full the total sums received in cash, both the amounts received at the 
home office and those paid to its lawful agencies during the calendar 
year. Any other course, no matter how convenient, would fail in firmly 
establishing the dividing line between sums due and unpaid and actual 
income received during the year. It is somewhat inconsistent to claim 
a right under the cash basis of returns when it is apparent from the 
return itself that it embodies both the cash and written bases. The two 
systems cannot overlap. The accounting must distinctly disclose the gross 
income from all sources. 

The commissioner in his final assessment collected the excise tax for 
1909 on a basis of $643,162.08 premiums written but not reported to the 
company paid in 1909. In reaching this conclusion he accepted as part 
of the cash income of the company the sum of $584,164.18 premiums 
written in 1908 but paid to the company in 1909, as found in the company’s 
original return, imposing by his amended return made to the company an 
additional tax based upon the difference between the two sums mentioned 
above, i.e., $58,997.90. In this respect we think he was in error. The 
return of the company should have disclosed all cash payments of prem- 
iums made during the calendar year. 

The next contention is more perplexing and necessarily involves the 
application by the commissioner of a strict rule of construction of the 
taxing law. A deduction is allowed insurance companies of “the net 
addition, if any, required by law to be made within the year to reserve 
funds.” This language standing alone is apparently free from ambiguity. 
The intent of the law is not difficult to perceive. Its practical adminis- 
tration, however, becomes difficult because of a diverisity of opinion as 
to just what sums are to be included as coming under the law within the 
reserve funds. Claimant company contends that under the requirement 
of the laws of the various states it is required to maintain a separate 
reserve fund of sufficient amount to protect the policyholder, creditor, and 
claimant; in other words, the reserve fund must be coextensive with the 
company’s liabilities. That the company did not always entertain this 
conception of its rights is manifest from its returns, for during the early 
years of the law’s operation it did not include items it subsequently claimed 
as coming within this category. The department in administering the 
law adopted as a uniform basis far reserve deduction “the reserve of the 
state in which the reserve requirements are the greatest.” The reserve 
required by the various states of the union is, of course, a statutory pro- 
vision setting forth the conditions upon which foreign corporations and 
insurance companies may transact business within the state. These stat- 
utes, like laws of similar character, provide a separate department with 
a commissioner in charge to administer the law. The commissioner in 
doing so promulgates rules and regulations which in his view meet the 
requirements of the statute, but vary in the different states as to the items 
of amounts which go to make up the reserve funds. Legal reserve funds are 
those sums required by state laws to be maintained by insurance com- 
panies to secure its liabilities upon policies written. hey are accumu- 
lated out of the income of the company and are in reality simply its 
invested assets, approved securities sufficient in amount to meet the liabili- 
ties of the company. An example is found in the unearned premium 
reserve; the amount required under this item does not cover the full 
liability of the company upon insurance written up to July 1. It simply 
requires a reservation of a sufficient sum to pay the premiums of rein- 
surance upon the enforceable policies then extant in the event the company 
should go out of business or to return the unearned portion of the prem- 
iums paid in the event of bankruptcy, cancellation of policy, etc. This 
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reserve, as we understand the situation, is not intended to cover the 
company’s liability with respect to the insurance written, but is a fund 
providing against loss in case of the happening of a certain contingency. 
While of course it naturally affects the solvency of the company, for i 
for any reason it is incapable of maintaining the same its business may 
be foreclosed, yet it is not in its essential characteristics a provision against 
insolvency. It in no wise secures other creditors or claimants of the 
company. The computation of the amount is ascertained upon a hypo- 
thetical basis, and the rules governing it are arbitrary. The laws of the 
states, probably without exception, require the maintenance of this reserve 
and insurance companies for years have recognized the wisdom of its 
existence. 

Loss and unpaid liability claims afford an exact basis for computation, 
and the reserves maintained cover the liability therefor. The state statutes 
most generally require the maintenance of a reserve to cover each class 
of this particular kind of insurance, but it is difficult to perceive upon 
what theory, under the above provision of the taxing law, a corporation 
or insurance company can expand this privileged deduction to include all 
the liabilities of the same. Unpaid taxes, unpaid salaries, brokerage, and 
agents’ commissions are current expenses; they are essentially items of 
expense in the daily, monthly and yearly conduct of the company’s busi- 
ness; the amount and date of payment is fixed and determined; they 
depend for liquidation solely upon the company’s earning capacity as the 
business progresses. This is the only basis for a contingency with respect 
thereto, and no state law has been pointed out which requires the main- 
tenance of reservations to secure these payments, especially of stated 
personal stipends to the agents of the company. Taxes, as a rule, are 
payable annually. A permanent reserve for their payment is not neces- 
sary or required by law, and they are not properly included in the net 
additions required by law to reserve funds. The statute specifically limits 
the deduction to sums required by law, not such reservations as business 
prudence may suggest. The state statutes prescribe the necessary reser- 
vations, and the commissioner was within the law in holding fast thereto. 


It is not to be supposed that congress in providing this specific exemption 
intended a wider latitude with reference thereto than the express words 
of the act clearly designate. The limitation is confined to net additions 
to reserve funds required by law, and the express provisions of statutory 
law fix the determining basis. State insurance companies can only act 
within the provisions of the state statute; so that in any event a firm 
basis is easily available for the application of the exemption provided in 
the federal taxing acts. 

It is to be noted in this connection that the commissioner observes any 
change in the status of state laws and amends his rulings with respect to 
additions to reserve funds in accord with the same. 


The claimant company in its return for 1909 included in its deductions 
for net increase to reserve funds required by law but three items, viz.: 
unearned premiums, loss claims, and unpaid liability claims. In 1910 it 
added to these items a claimed deduction for unpaid taxes and unpaid 
salaries. In 1911 it added brokerage, etc., and reinsurance due other 
companies, and in 1912 claimed a total amount of $670,791.89 made up 
by including a claim for each item specified above. The commissioner’s 
rulings in his amended returns as to this item we believe to be correct. 

The next contention is directly converse of the preceding one. Net 
additions to reserve funds are exempt, and if there are no net additions 
but a decrease in reserve funds, commonly called released reserve, is this 
amount taxable? In 1912 the claimant company, in its return to the Mary- 
land state department of insurance, listed its special reserve for unpaid 
liability losses as amounting to $1,194,235. In the following year, with 
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reference to this special item, the company stated the amount of $841,983, 
a decrease of $352,252. The increase in unearned premium reserve for 
1913, as stated in claimant’s original return, amounted to $81,784.67, for 
which amount the company was entitled to an exemption, leaving a total 
difference of $270,467.33, less sum required as reserve fund for 1913 over 
1912, i.e., the company’s reserve funds required by law were $270,467.33 
less in 1913 than in 1912, and hence it became available for other business 
purposes. 


The commissioner has consistently included the total sums of released 
reserves within the gross income of insurance companies and subjected 
the same to the excise tax. The claimant company since 1909 have 
accepted the ruling and made their returns accordingly. The issue is for 
the first time presented in the present suit. 


A reserve fund is necessarily a certain portion of the company’s 
income; it fluctuates as its volume of business increases or decreases, and 
it is difficult to trace its creation to the company’s income in any specific 
year. Nevertheless, it is nothing more nor less than the setting aside of 
certain portions of the company’s assets accumulated during the course 
of business from its income, in order to secure the payment of certain 
liabilities incurred. The company receives a premium of $100; $50 of this 
sum must be reserved under the law to meet the contingency of rein- 
surance—unearned premium. While the $50 is exempt, it is none the less 
income. It escapes taxation the year it is exempt, but when the obliga- 
tions of the policy have been discharged this amount is released from 
reserve. It becomes in theory and in fact an available asset, free from 
restrictions, to be used by the company as it may see fit. The federal 
taxing act doubtless exempted net additions to reserve fund upon the 
theory of their actual reservation, the inability of the company to avail 
itself of these sums in the transaction of its current business affairs, aside 
from its specific liabilities upon insurance written, and while the law 
does not in express terms use the phrase “released reserves,” we believe 
the amounts realized are taxable as coming within the general term “gross 
income” for the calendar year from all sources. As was said by Mr. 
Justice Day in Flint v. Stone Tracy Co., supra: 


This tax, it is expressly stated, is to be equivalent to one per centum 
of the entire net income over and above $5,000 received from all sources 
during the year; this is the measure of the tax explicitly adopted by the 
statute. The income is not limited to such as is received from property 
used in the business, strictly speaking, but is expressly declared to be 
upon the entire net income above $5,000 from all sources, excluding the 
amounts received as dividends on stock in other corporations, joint-stock 
companies or associations, or insurance companies also subject to the tax. 
In other words, the tax is imposed upon the doing of business of the 
character described, and the measure of the tax is to be the income, with 
the deduction stated, received not only from the property used in business, 
but from every source. This view of the measure of the tax is strength- 
ened when we note that as to organizations under the laws of foreign 
countries the amount of net income over and above $5,000 includes that 
received from business transacted and capital invested in the United 
States, the territories, Alaska, and the District of Columbia. 

It is further strengthened when the subsequent sections are considered 
as to deductions in ascertaining net income and requiring terms from those 
subject to the act. Under the second paragraph the net income is to be 
ascertained by certain deductions from the gross amount of income 
received within the year “from all sources”; and the return to be made 
to the collector of internal revenue under the third section is required to 
show the gross amount of the income received during the year “from all 
sources.” The evident purpose is to secure a return of the entire income, 
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with certain allowances and deductions which do not suggest a restriction 
to income derived from property actively engaged in the business. This 
interpretation of the act, as resting upon the doing of business, is sustained 
by the reasoning in Spreckels Sugar Refining Co. v. McClain (192 U. S., 
397), in which a special tax measured by the gross receipts of the business 
of refining oil and sugar was sustained as an excise in respect to the 
carrying on or doing of such business. 

The sums released from reserve funds cannot be said to be exempt 
as reserve funds, for they no longer retain that character. They have 
always been part of the gross income and accounted for as such during 
the years of their accumulation. When released, therefore, they must of 
necessity have some particular status in the business transactions of the 
company, and while they do not augment the gross income for the par- 
ticular year in which they are released, they are in their very essence 
income and the statute expressly says “income from all sources.” If this 
especial exception had not been provided all the funds reserved would have 
been accounted for in the company’s returns as income received. They are 
income received, but exempt when required to be reserved. When the 
requirement of the law has been subserved they then become a part of 
the gross income for the year in which they are released. This has been 
the construction given since the passage of the taxing act. 

It is apparent from what has been said that the case must be remanded 
to the general docket for a restatement of amounts due in accord with 
this opinion. It ought not to be difficult to agree upon a statement of 
amount. The case in this respect is quite involved, but the parties them- 
selves are in position to ascertain this fact with much more accuracy than 
the court. 

It is ordered that the case be remanded to the general docket for a 
restatement of amounts due. Thirty days from this date will be allowed 
for this purpose, after which time the case will be placed upon the trial 
calendar and finally disposed of. 


(T. D. 2452. February 27, 1917) 


Authorizing the use by nonresident alien record owners of income tax 
certificate form 1087 to disclose actual ownership and claim exemption 
from withholding at source of domestic dividend payments. 

When a nonresident alien record owner of stock of domestic or resi- 
dent corporations is an organization subject to withholding at the source 
of dividend payments, as provided by section 13 (f) of the act of 
September 8, 1916, but is not the actual owner of the stock, such record 
owner may adapt income tax certificate form 1087 to disclose actual owner- 
ship and to claim exemption from withholding by striking out the words 
“to be filed with representative in the United States of such foreign prin- 
cipal” in the caption and the words “in the United States” in the body of 
the form and executing the certificate as the representative of the actual 
owner, as provided in the space for signature. 

Thus modified, certificate form 1087 may be filed, under the penalties 
prescribed for misrepresentation, with debtor corporations or their with- 
holding agents in the United States and may be accepted by them as 
evidence that the record owner is not liable for income tax on the divi- 
dends to be paid and hence is not subject to having tax withheld. 

If the record owner does not exercise his right to disclose actual 
ownership for the purpose of claiming exemption from having tax with- 
held at the source, debtor corporations and their withholding agents in 
the United States will be held liable on their stock records of ownership 
for the tax required to be withheld by section 13 (f) of the act of 
September 8, 1916. 

In the absence of a disclosure of actual ownership filed with debtor 
corporations or their withholding agents on certificate form 1087, the 
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normal tax required to be withheld in accordance with stock records of 
ownership can only be released to a record owner not liable for tax upon 
a proper showing to the commissioner of internal revenue of record and . 
actual ownership, the names and post office addresses of debtor corpora- 
tions and withholding agents, and the amounts withheld. 

As a record owner is held to be “the proper representative having the 
receipt, custody, control, or disposal” (sec. 9 (g), act of September 8, 
1916) of income of the actual owner, this showing should be made by 
means of a return by or in behalf of the actual owner when the actual 
owner is liable for a return under the provisions of law. 

When a return is not required to be filed by or in behalf of the actual 
owner, the showing may be made upon the certification of the record 
owner. 

Upon the showing thus made, either by certification or return, as the 
circumstances may require, the commissioner of internal revenue will 
make such assessments and issue such instructions to debtors and with- 
holding agents as will insure the proper collection of tax in accordance 
with the respective actual tax liabilities. 

T. D. 2401 of November 29, 1916, is modified accordingly. 


II. Excess Prorits Tax 
[Pustic—No. 377—641TH Concress] 
(H. R. 20573] 


An act to provide increased revenue to defray the expenses of the 
increased appropriations for the army and navy and the extensions of 
fortifications, and for other purposes. 

Be it enacted by the senate and house of representatives of the United 
States of America in congress assembled, 

* x “ * 


Tite II.—Excess Prorits Tax 


Sec. 200. That when used in this titl— 

The term “corporation” includes joint-stock companies or associations, 
and insurance companies. 

The term “United States” means only the states, the territories of 
Alaska and Hawaii, and the District of Columbia; and 

The term “taxable year” means the twelve months ending December 
thirty-first, except in the case of a corporation or partnership allowed to 
fix its own fiscal year, in which case it means such fiscal year. The first 
taxable year shall be the year ending December thirty-first, nineteen hun- 
dred and seventeen. 

Sec. 201. That in addition to the taxes under existing laws there shall 
be levied, assessed, collected, and paid for each taxable year upon the 
net income of every corporation and partnership organized, authorized or 
existing under the laws of the United States, or of any state or territory, or 
district thereof, no matter how created or organized, excepting income 
derived from the business of life, health, and accident insurance combined 
in one policy issued on the weekly premium payment plan, a tax of eight 
per centum of the amount by which such net income exceeds the sum of 
(a) $5,000, and (b) eight per centum of the actual capital invested. 

Every foreign corporation and partnership, including corporations and 
partnerships of the Philippine Islands and Porto Rico, shall pay for each 
taxable year a like tax upon the amount by which its net income 
received from all sources within the United States exceeds the sum of 
(a) eight per centum of the actual capital invested and used or employed 
in the business in the United States, and (b) that proportion of $5,000 
which the entire actual capital invested and used or employed in the 
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business in the United States bears to the entire actual capital invested; 
and in case no such capital is used or employed in the business in the 
United States the tax shall be imposed upon that purtion of such net 
income which is in excess of the sum of (a) eight per centum of that 
proportion of the entire actual capital invested and used or employed in 
the business which the net income from sources within the United States 
bears to the entire net income, and (b) that proportion of $5,000 which the 
net income from sources within the United States bears to the entire 
net income. 

Sec. 202. That for the purpose of this title, actual capital invested 
means (1) actual cash paid in, (2) the actual cash value, at the time of 
payment, of assets other than cash paid in, and (3) paid in or earned 
surplus and undivided profits used or employed in the business; but does 
not include money or other property borrowed by the corporation or 
partnership. 

Sec. 203. That the tax herein imposed upon corporations and partner- 
ships shall be computed upon the basis of the net income shown by their 
income tax returns under title I of the act entitled “An act to increase 
the revenue, and for other purposes,” approved September eighth, nineteen 
hundred and sixteen, or under this title, and shall be assessed and col- 
lected at the same time and in the same manner as the income tax due 
under title I of such act of September eighth, nineteen hundred and six- 
teen; Provided, That for the purpose of this title a partnership shall 
have the same privilege with reference to fixing its fiscal year as is 
accorded corporations under section thirteen (a) of title I of such act 
of September eighth, nineteen hundred and sixteen: And provided further, 
That where a corporation or partnership makes return prior to March 
first, nineteen hundred and eighteen, covering its own fiscal year and 
includes therein any income received during the calendar year ending 
December thirty-first, nineteen hundred and and sixteen, the tax herein 
imposed shall be that proportion of the tax based upon such full fiscal 
year which the time from January first, nineteen hundred and seventeen, 
to the end of such fiscal year bears to the full fiscal year. 


Sec. 204. That corporations exempt from tax under the provisions 
of section eleven of title I of the act approved September eighth, nineteen 
hundred and sixteen, and partnerships carrying on or doing the same 
business shall be exempt from the provisions of this title and the tax 
imposed by this title shall not attach to incomes of partnerships derived 
from agriculture or from personal services. 

Sec. 205. That every corporation having a net income of $5,000 or 
more for the taxable year making a return under title I of such act of 
September eighth, nineteen hundred and sixteen, shall for the purposes 
of this title include in such return a detailed statement of the actual 
capital invested. 

Every partnership having a net income of $5,000 or more for the tax- 
able year shall render a correct return of the income of the partnership 
for the taxable year, setting forth specifically the actual capital invested 
and the gross income for such year and the deductions hereinafter allowed. 
Such returns shall be rendered at the same time and in the same manner 
and form as is prescribed for income tax returns under title I of such act 
of September eighth, nineteen hundred and sixteen. In computing net 
income of a partnership for the purposes of this title there shall be 
allowed like deductions as are allowed to individuals in sections five (a) 
and six (a) of such act of September eighth, nineteen hundred and 
sixteen. 

Sec. 206. That all administrative, special, and general provisions of 
law, including the laws in relation to the assessment, remission, collection 
and refund of internal revenue taxes not heretofore specifically repealed 
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and not inconsistent with the provisions of this title are hereby extended 
and made applicable to all the provisions of this title and to the tax 
herein imposed, and all provisions of title I of such act of September 
eighth, nineteen hundred and sixteen, relating to returns and payment of 
the tax herein imposed, including penalties, are hereby made applicable 
to the tax required by this title. 

Sec. 207. That the commissioner of internal revenue, with the approval 
of the secretary of the treasury, shall make all necessary regulations for 
carrying out the provisions of this title, and may require any corporation 
or partnership subject to the provisions of this title to furnish him with 
such facts, data and information as in his judgment are necessary to collect 
the tax provided for in this title. 


Approved March 3, 1917. 
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Epitep sy SeyMour Watton, C.P.A. 
CAPITALIZATION OF INCOME 


The capitalized value of anything is represented by the amount of profit 
or income that may be realized from it under proper conditions. A manu- 
facturer does not buy machinery on account of any intrinsic value inherent 
in it. He invests his capital in it because by its proper use he can make a 
profit and produce an income for himself. Assets which can thus be 
employed are therefore called capital assets. The capitalization of fixed 
assets of this nature is not difficult to understand. 

It is not as easy to comprehend the use of the term capitalization in 
regard to other things besides the tangible fixed assets used in a business. 
As there are other ways of producing an income besides manufacturing 
and trading, there are also other things besides tangible fixed assets that 
represent capital value. One of these is the earning power of an indi- 
vidual person. Every one who is earning an income has a capital value 
measured by the amount of that income, less his individual share of it. 
If a man earns $3,000 per year, whether by manual labor, by receiving a 
salary for his services or by his ability in some profession, and his per- 
sonal share is fixed at $1,000, his capital value to his family is represented 
by the income of $2,000 which it has been receiving from him. If he 
carries life insurance for $40,000, his death will not affect his family 
financially, since his insurance invested at 5 per cent. will furnish them 
the same income that he was able to give them. Such a man’s capital 
value to his family would therefore be $40,000. 

To find the income to be derived from a given capital, the capital is 
multiplied by the decimal representing the rate per cent to be realized. 
To find the capital value of an income, the reverse process is followed, 
the income is divided by the decimal of the rate. It is necessary to agree 
on the rate of interest to be used to determine the capital value. To 
capitalize an income of $2,000 at 5 per cent., $2,000 is divided by .05 to 
find the capital value of $40,000. If 4 per cent. is taken as the rate, 
$2,000 is divided by .04 and the capital value will be $50,000. 

The same method is adopted when it is desired to fix the amount 
to be paid for the goodwill of an established business. In buying such a 
business there are two elements to be considered, first the intrinsic value 
of the business as shown by its net assets, and second the goodwill, which 
is the recognition of its earning power. If a business possesses net assets 
of $150,000 on which it earns $30,000 per annum, and the rate of return 
to be expected is fixed at 12 per cent., the first $18,000 of the earnings 
will be applied as the return on $150,000 given for the net assets. The 
remaining $12,000 of income would then be capitalized at 12 per cent. to 
produce a capital value of $100,000 as the goodwill. 
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In those states which provide for the issue of two classes of capital 
stock, it is a common practice for a new company taking over an old 
business to issue preferred stock for the net assets and common stock 
for the capitalized goodwill. As the preferred stock is not as uncertain as 
the common, especially when it is cumulative and is preferred as to assets 
as well as to dividends, the rate of dividend is usually smaller than that 
which is expected on the common stock. If the business used as an 
example were bought by such a company the dividend on the preferred 
stock issued for $150,000 net assets would probably not be more than 8 
per cent. This would take $12,000 of the profit, leaving $18,000 to be 
capitalized in common stock at 12 per cent., which would make the issue of 
common stock $150,000, the amount of the goodwill. The capitalization of 
the goodwill is always based on the earnings remaining after providing 
for proper dividends on the stock issued for net assets. 

There is a similarity between this method of determining the amount 
to be paid for the goodwill of a business and that of ascertaining the 
amount of premium to be paid for bonds which pay more than a certain 
required rate of interest. Paying for the goodwill of a business really 
amounts to paying a bonus or premium over the actual value, because the 
earning capacity is greater than the normal rate. In the case cited above, 
an income of $30,000 in a company whose actual net worth is $150,000 
means a rate of return of 20 per cent., when 12 per cent. is considered 
normal. In the case of a 6 per cent. bond running twenty years when the 
desired rate of interest is only 5 per cent., there is an excess return of 
one per cent. per annum, which would be represented by a premium of 
12.55 per cent. As in each case it is excess income that is capitalized and 
paid for, it might be argued that the amount paid for goodwill should be 
amortized and charged off over a series of years exactly as the premium 
on the bonds would be. 

The difference between the two cases, which constitutes a valid reason 
for not adopting this view of them, is that the premium on the bonds has 
a definite life. The bonds mature at a specific date and are paid off at par. 
The excess income ceases at a definite time, being what is known as a 
terminable annuity. The amount to be written off each year can be 
exactly determined. In the case of goodwill there is no definite term to 
its existence. If the business is prosperous the goodwill remains the 
same, or even increases. There are concerns in England that have been 
in existence for more than a century whose goodwill today is probably 
more valuable than it has been at any time in the past. Many concerns 
in this country, while not so old, have a constantly increasing value 
represented by goodwill. There does not seem to be any valid’ reason 
why any of them should charge off the goodwill, except the desire to have 
nothing on the books except tangible assets. 

Another instance of a non-terminable annuity is the premium paid for 
stock in a successful company. The premium is paid because the earnings 
of the stock are greater than the normal rate. If the company continues 
to prosper the excess earnings are more likely to increase than to diminish, 
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therefore the premium need not be written off. If the amount paid for 
the stock is not greater than its book value, there is no reason why it 
should not be carried at what was paid for it. On the supposition that 
the book value is based on conservative figures, there is no valid reason 
why the holder of the stock cannot write up the carrying value, if an 
increase in the surplus raises the book value above the value at which he 
is carrying it. If the company has made more profits than have been paid 
out in dividends, the surplus, and therefore the book value, is increased. 
If the profits are sufficiently reliable to justify their inclusion in the 
surplus by the company, any individual holder, owning an undivided 
interest in the surplus, has a right to express the increase in value of his 
holdings by writing them up to book value. To deny this would be to say 
that while the company has a right to increase its book value, the stock- 
holders who own the company have no right to express the same fact in 
their own accounts. 

If the so-called goodwill depends entirely upon the ownership of 
valuable patents there is a definite time at which it will cease. The value 
in this case should not be called goodwill, as it does not depend upon the 
reputation of the concern for fair dealing, excellent workmanship or any- 
thing else pertaining to the concern itself. The value resides solely in 
the patents and it should be so stated in the balance-sheet, as patents, not 
as goodwill. As the patents expire at a definite time, they should be 
written down annually at a rate that will exhaust the account at the 
expiration of the patents. 

Another method that is sometimes used to determine the capital value 
of excess income is the agreement to pay a certain number of years’ 
purchase of the whole income. The number of years must be agreed upon 
by the seller and buyer of the business. The income that is the basis of 
the price is the average annual income for as many years as is agreed, 
usually not less than five. The total income for five years divided by 5 
would give the average income. This multiplied by the agreed number 
of years’ purchases would give the valuation of the goodwill. In our 
sample case the average annual income is $30,000. If it is desired to 
give two and a half years’ purchase, the value would be fixed as $75,000 
(2% times $30,000). 

This virtually amounts to an agreement on the part of the purchaser 
to forego all income from the business for the agreed time in considera- 
tion of the right to enjoy the whole income for all future time. This 
view of it might seem to justify the consideration of the amount allowed 
for goodwill as a terminable annuity, that is, in the case cited, as an 
annuity of $30,000 for 2% years. If this view were taken, the goodwill 
would be written off in that time, and the business would show no profits 
until the latter half of the third year. However, it must be remembered 
that this method of fixing the goodwill is only the adoption of a basis 
on which it is to be calculated, and not the statement of the actual con- 
ditions of the purchase. 
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INSTITUTE EXAMINATIONS 


An editorial in THe JournaL or Accountancy for February ought to 
afford a great deal of encouragement to those who have failed to pass 
the C.P.A. examinations in many states in the last few years. It justifies 
the hope that an attempt will be made by the examiners of the American 
Institute of Accountants to ascertain how much an applicant knows about 
accounting principles, and not to test how quickly he can do a certain 
amount of mathematical work, nor how apt he is at guessing what an 
examiner means by some obscure phrase or some half-stated fact. 

The editorial says “it is practically certain that the board of examiners 
will submit questions which any practising accountant of ordinary ability 
and experience should be able to answer. The object of the institute is to 
admit the applicant whenever possible. This, of course, does not mean 
that the examinations are likely to be merely formal in character, but it 
means that questions dictated by common sense will be more in favor 
than those arising out of a desire to display the innate cleverness of 
the examiner. 

“Unfortunately many of the state examiners have adopted the idea 
that examination questions should be designed to exclude rather than to 
admit, and questions have been formulated which in many cases were 
susceptible of more than one answer. The applicant who happened to 
give the answer selected by the examiners would pass, whereas the appli- 
cant giving another answer equally accurate would receive no credit 
whatever. 

“In other cases the examiners have proceeded on the principle that the 
proper sort of question to test the ability of the applicant is one that 
contains some hidden ‘joker.’ These trick questions have been the cause 
of failure of many applicants.” 

No one who has closely examined the character of the problems that 
have been given in recent years in many of our most important states 
can successfully refute the charge that sometimes there seems to be a 
concerted effort to prevent any but a very few from passing the exam- 
inations. No one who knows the high character of most of the examiners 
will believe that such is really their object, but in many cases they certainly 
give good grounds for the accusation. 

One problem recently given in a far western state required sixteen 
pages of typewriting for a complete answer. No practising accountant 
would undertake to give due consideration to all the facts, prepare all 
the necessary entries and statements and make his report, if the case 
came to him from a client, unless he were allowed ample time to consider 
it. It is doubtful whether he would risk his reputation on a report if 
he gave it in a full day’s time. The applicant is expected to do it at 
one session of the board of examiners. 

In another case, in the middle west, the allowance of time originally 
given for one problem was three and one-half hours, but the board 
extended it at the session to five hours. It is extremely doubtful whether 


309 





Se ae 


ee er 


A i 
+ 








The Journal of Accountancy 


ten per cent. of the members of the American Institute of Accountants 
would be willing to work that long on the problem if they knew that 
their solutions would be published just as they were at the end of that 
time. 

What is the inference? Plainly that the boards of examiners expect 
those who ask merely for the privilege of starting in their chosen pro- 
fession of accountancy to possess greater rapidity, greater accuracy, 
more power of analysis and a more ready knowledge of accounting prin- 
ciples than ninety per cent. of the older practising accountants. Those 
sitting in the examination cannot consult authorities when in doubt, nor 
advise with a partner in regard to a moot question, as can the practising 
accountant. A still more important point is that they cannot go to the 
books nor ask a client questions in order to clear up some point that is 
not properly brought out or expressed in the problem. 

If there were no other reason to criticise such a problem, it would be 
sufficient to say that it is next door to a crime against human nature to 
subject any set of men to the continuous strain of such severe mental 
effort for five consecutive hours, aggravated by the nervous tension 
caused by the fear that the work will not be correctly finished inside of 
the time limit. 

Apparently some state boards have entered into a mad contest to see 
which one can give the most outrageously complicated puzzles, in order 
to prove that each particular state is holding up the standard higher than 
any other. In the meantime some of the brightest young men in the 
country are being kept out of a profession to which they are in every 
way fitted to be a credit, and the profession itself is suffering from the 
prevalent belief that these desirable men are being kept out because 
those that are already in constitute a “trust” which does not want com- 
petition from new men. 

It is to be hoped that if the promise of a better class of examinations 
is fulfilled the state C.P.A. examiners may see a great light and will con- 
form to the new standard. The ideal condition would be for a person 
to obtain the C.P.A, certificate first and then to obtain membership in 
the institute. If the state examiners are going to make it next to impos- 
sible to pass the state examinations, they will have no one but them- 
selves to blame if the applicants for examination become more conspicu- 
ous by their absence than by their presence. 

For some unknown reason examiners include in their problems items 
that are apparently put in to confuse the applicant and make him lose 
valuable time trying to find a reason for them or for some accounting 
principle involved in them. In the same state in which the five-hour 
horror was perpetrated, a problem was given in which it is stated of 
the common stock that an authorized increase of $100,000.00 is unpaid, 
except $3,600.00, notwithstanding the fact that the cashbook shows that 
the company has received $100,000.00 for this increased stock. It is also 
stated that there is due on this account from totally insolvent subscribers 
$96,402.83. The trial balance shows a credit to common stock of 
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$200,002.83, including the original amount of $100,000.00 and the increase 
of an equal amount. There is no explanation of the odd amount of $2.83, 
but in the adjustment of the cash balance it is necessary to take it into 
consideration to reach the amount stated to be actually on hand. 

It is possible that there is some profound accounting principle lurking 
behind that $2.83, but if so I am not the only fairly good accountant that 
has failed to discover it. Either the principle is so abstruse that only the 
highest grade of mind can grasp it, or the item is included for no other 
purpose than to confuse and delay the applicant. 

The same problem states that the company has executed and delivered 
its notes for borrowed money in the sum of $42,955.96, which do not 
appear on the books; also that the company has similarly borrowed 
$1,957.13. As these two items are subject to exactly the same treatment 
in the adjustment of the cash, and as unsecured creditors in the statement 
of affairs, the question arises as to why they are stated separately, and 
valuable time is apt to be wasted in trying to find a reason for the entirely 
useless distinction between them. 

Another puzzling point in this problem is the statement that of the 
accounts receivable $36,584.03 are “more than doubtful assets,” but no 
hint is given as to how much may be expected to be realized from them, 
nor are they stated to be absolutely bad. 


These may seem to be captious criticisms of very small items, but 
even small items become important when their consideration involves the 
waste of valuable time and causes confusion in the mind of an applicant 
who cannot rid himself of the idea that there must be some reason for 
the inclusion of such items, and who has consequently an uneasy feeling 
that he has missed some important point, failure to see which will affect 
his standing in the examination. 


Shorter problems, each of which would require the correct application 
of some one or two accounting principles, would give a far better idea 
of the qualifications of an applicant than one of these long, involved 
problems which are extremely puzzling even to the trained accountant, 
and which are apparently designed to show the ingenuity of the examiner, 
rather than to discover the knowledge of accounting. principles on the 
part of the applicant. 

Another thing which has frequently been very annoying in regard to 
the state examinations is the long time that elapses between the date of 
the examinations and the announcement of the results. Applicants have 
been left in a state of uncertainty as to their fate for many months. In 
one case where only twelve persons sat in the examination, it was over 
three months before the results were given out. In another case the 
delay was more than seven months. If examiners cannot give the proper 
attention to their duties, they should decline appointment. 
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PRELIMINARY EXPENSE i 


Editor, Students’ Department: 

Sm: Having been a reader of your valuable magazine for a number 
of years, I would like to have your opinion, through the columns of THE 
JourNAL, on the following state of facts: | 

We are conducting a general diversified business. A part of that 
diversified business is dependent on a country patronage, selling us the 
product of the farms. On account of the constant growth, we occasionally 
have to open new branch houses, partly manufacturing and partly mer- 
chandising, in fresh territory. 

We build a plant, equip it with machinery and all accessories for doing 
business. This completed building is, of course, built out of our capital 
and the cost is charged to various capital accounts, like real estate, build- 
ings, machinery, equipment, etc. But, the buildings and their equipment 
would be of no value unless we secured raw material for their use. In 
order to do this, we form an organization, generally ahead of the com- 
pletion of the building, and begin to work the field. We travel, we adver- 
tise and in various other ways spend money to secure country patronage. 
Even after the opening of the business we have to spend large amounts 
of money for the same purpose, outside of the operating and running 
expenses. Let us state a supposititious case: 

This missionary and organizing work costs us in the first year, say, 
about $10,000.00 and in the second year an additional $5,000.00—together 
about $15,000.00 

The results of this work and expenditure are very gratifying and we 
secure large patronage and are able to do an extensive business. 

After the second year, the expense of maintaining this organization, to 
keep and increase the patronage, is charged to operating expenses. 

Now the question arises as to whether the above $15,000.00 organizing 
expenses should be charged to capital or to operating expenses. These 
expenditures are just as necessary for the opening of our business as is 
the building of the plant and the buying of machinery, as without patron- 
age the building and the equipments must be worthless. ' 

Are these expenditures part of our capital, just as are the buildings 
and the machinery? 

We should be glad to have your views and also those of any interested 
fellow-students. 


Omaha, Nebraska. 
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STANLEY KomorsKI. 


Expenditures for developing a business and putting it on a paying | 
basis may be treated in either of two ways. 

When you have succeeded in establishing a large and profitable busi- 
ness the effect is to create a goodwill, which represents the value of the 
earnings of a business in excess of the normal earnings which would be 
considered satisfactory to any one engaged in that particular kind of 
business. Goodwill cannot be put on the books unless it is paid for, but ;- 
the concern in question may rightly be said to have paid $15,000 for 
goodwill, because it paid that amount to establish a more than ordinarily 
profitable business. 

However, since goodwill is an intangible asset and has no intrinsic 
value, many persons object to its presence in the accounts and prefer to 
consider the $15,000 as an expense. But since it is an expense which was 
incurred for the benefit of the business during the whole course of its 
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existence, and not merely for two years, it is not necessary, nor wise, 
to consider it a present expense. It should be charged to development 
expense, or organization expense, and written off over several years, 
perhaps ten. In that case $1,500 would be charged to profit and loss each 
year after the second, and the remaining balance carried forward each 
year as a deferred charge. 

It is optional with you as to which course you adopt. 


Stock DIvipENDS 


Editor, Students’ Department: 

Sm: I have the following problem confronting me. I have solved it 
to my own satisfaction, but do not need to make any entries now and 
wish to know that I am right before I do. The Blank Co. is incorporated 
with a capital of $500,000.00, and surplus of $600,000.00. The stock- 
holders desire to declare a stock dividend of 80 per cent.; to increase 
the capital from $500,000.00 to $1,000,000.00, and also to carry a surplus 
of $200,000.00. It will therefore be necessary to sell $100,000.00 worth of 
stock for cash in addition to the 80 4 od cent. stock dividend in order to 
take up the full additional $500,000 

The stock is held as follows: re 2,842 shares; B 1,023, and 12 
others holding 1,135 shares, making the now {outstanding stock $500,000.00. 
Th shares are now worth, of course, $220.00, with par value of $100.00 
a share. 

A says to the directors: “As none of the balance of the shareholders 
wishes to take any of the $100,000.00 worth of stock, after the 80 per cent. 
stock dividend is declared, I will take the entire lot for cash, making a 
cash adjustment with all other stockholders for any difference arising by 
reason of my purchase.” 

The writer suggests charging A with $110,000.00, crediting subscrip- 
tion account (which with the stock dividend of 80 per cent. will balance 
that account), and crediting surplus with the $10,000.00. If it is desired 
that this $10,000.00 be disposed of as a cash transaction, then a dividend 
of $1.00 per share on all stock will be in order. The new stock will then 
be worth $120.00, the new capital $1,100,000.00, and all wil! share alike 
in the dividends afterwards. 

I wiil greatly appreciate your remarks as to the best way to handle 
this transaction. 

Yours truly, 
D. C. 

Brownwood, Texas. 


Your statement of the stock transaction is not very clear, especially 
as to the terms on which the $100,000 of extra stock is to be sold. The 
right to subscribe to new stock is often offered to the old stockholders 
at par, but sometimes it is required that they pay in the book value. As 
you state that A expects to pay more than par, it must be assumed that 
book value is intended. It is also assumed that the proper steps have 
been taken to authorize an additional issue of $500,000 capital stock. 

When the 80 per cent. stock dividend is declared, it is not necessary 
for the stockholders to subscribe for the stock that will pay it. Surplus 
is charged and stock dividend credited $400,000. The proper amount of 
stock is then issued to the various stockholders, dividend is charged and 
capital stock credited $400,000. 
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Before A can subscribe for the $100,000 of new stock, the other sub- 
scribers must waive their rights in writing, unless the vote of the stock- 
holders authorizing the increase specifically gave authority to sell the 
stock to anyone whom the directors designated. 

After the stock dividend was declared, the situation was: 


Capital stock 900,000 
Surplus 200,000 


and the book value of a $100 share was $122.22+, not $120.00 as you 
state. If A is to pay book value for $100,000 par of stock, he should 
pay in $122,222.22, of which $100,000 is credited to capital stock and 
$22,222.22 to surplus. The situation will then be: 


Capital stock 1,000,000.00 
Surplus 222,222.22 


which is the same book value as before. 
If A pays in only $10,000 premium, the situation will be: 


Capital stock 1,000,000.00 
Surplus 210,000.00 


or a book value of $121.00 a share. Each old stockholder will have had 
his stock reduced $1.22 a share in book value, which will amount to a 
gift of that much to A. It is true that A will himself contribute more 
than half of this amount, but that does not affect the principle. 

In some way or other you make the new capital $1,100,000, but you 
do not say where the extra $100,000 comes from. After adding to 
$500,000 the 80 per cent. dividend of $400,000 and the $100,000 new stock 
sold to A, there is a total of $1,000,000 only. You are wrong in any 
event, because if the capital is $1,100,000 and the surplus $200,000 (after 
dividing A’s $10,000 among the stockholders), the book value would be 
$118.18+-, not $120.00 as you state. 


REDEEMING Bonps “Out or EARNINGS” 


Editor, Students’ Department: 

Srr: I am interested to know in what way a sum of ten thousand 
dollars, as noted in the example, could be taken out of the current earn- 
a and be applied to the redemption of bonds, say two or three years 

ence. 

The bonds contain an option in the bond itself for a redemption in 
any one year to the amount of ten thousand dollars, and it might be 
desirable to apply ten thousand out of the earnings of some year to provide 
for this option in a year when the net earnings would not be sufficient 
to pay the regular dividends, and to take care of the option for that year. 

J. B. A. 


Concord, New Hampshire. 


It seems very hard to make it clearly understood that “out of earn- 
ings” means merely “out of money provided by the earnings.” A concern 
with just sufficient working capital could not take up any bonds without 
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depleting its working capital, unless it made profits. Of course, profits 
will increase the available working capital. Since they had enough before, 
the addition is not needed in the business; therefore they can use the 
additional money provided either by paying dividends or by taking up 
bonds. If the addition is not large enough for both, they have to choose 
which they will do. If it is obligatory to buy the bonds, they must use 
the proceeds of the profits, not the profits themselves for that purpose. 

Buying the bonds, either for redemption or for a sinking fund, is 
purely a financial proposition depending upon the amount of available 
money ,on hand, whether that money comes from profits or from an 
excess of working capital originally. If they have the money to spare 
they can buy the bonds any way. 

The object of specifying that the bonds shall be bought out of (the 
proceeds from) profits is merely to prevent the paying of dividends, if 
that payment will not leave money enough with which to buy the bonds. 

As the redemption of the bonds is merely the paying of a liability, 
there is no effect on the profits or surplus, any more than there is when 
an ordinary current liability is paid, such as an account or note payable. 


INVENTORYING ON RISING MARKET 


Editor, Students’ Department: 

Str: We have had a problem to solve which has undoubtedly dis- 
turbed the minds of every thoughtful bookkeeper and accountant in the 
country during the past year or more; and as the writer has so far been 
unable to refer to any of our known authorities that seems exactly to 
cover the situation, he would like to place the problem before you for 
solution, and if in error be able to correct himself in the future. 

An old established company, purchasing goods direct from the manu- 
facturer in very large quantities, distributes to the consumer. Before 
the present war contracts were made covering the needs of the company 
in a majority of lines for extended pesiods. In other lines extensive 
contracts could not be made, and costs of purchases have increased very 
rapidly. Owing to the bulk of the purchases being covered by long term 
contracts, inventories in the past have not been difficult. During the 
season recently closed, a very sharp advance has been experienced, and 
the question is—What value should be placed upon the merchandise in 
stock? The cost price finally decided upon was the average invoice cost 
of the goods purchased during the period since the previous inventory, 
also taking into consideration the inventory price of any goods held over 
from the previous season. 

There is one more element that enters into this problem, namely, if a 
shipper is unable to make delivery of goods as specified, and the stock 
becomes dangerously low, the company is obliged to go into the market 
and pay the prevailing price for a sufficient quantity to care for the cus- 
tomers until the arrival of contracted goods. These pickups, as they 
are called, are not taken into consideration when arriving at this average 
invoice cost, but considered as goods purchased and consumed during 
the period. 

Any loss sustained by reason of high prices paid therefor is considered 
a loss for the period during which the purchases were made. 

Your kindly comment will be thoroughly appreciated. 

G. O. D. 

Dallas, Texas. 
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There are two views of the proper way to inventory goods where the 
price has varied materially during the year. One is the method mentioned 
by our correspondent, that of adopting the average price paid during the 
year. 

The other view takes the ground that the goods first bought are the 
ones first used. In taking up raw material in a monthly closing cost 
system, it would be impossible to use during the first months of the year 
an average price based on the total purchases of the year, because the 
prices for the last months of the year would not be known. If an average 
price is to be used in such a case, it would have to be the average up to 
each date. To find the average price at the end of each new month, the 
inventory at the beginning of the month at the average price so far 
reached would have to be added to the purchases for the month at 
actual prices and the sum divided by the number of units represented. 
On a rising scale this average price for that month would not be the 
average price of all the purchases to date, because all the material used 
in previous months would have been charged to operations and credited 
to material account at lower prices. This would leave only the small 
amount of low-cost material represented in the inventory to be averaged 
with the high-cost goods bought during the month. The low-cost material 
that had been used would have no effect in lowering the average cost of 
the new purchases. 


In this way the average cost applied to the inventory at the end would 
not be far from the purchase cost of the material bought during the 
last month. 

In an annual closing proposition, the conservative way would be to 
value the inventory at the close at the average price for the year, when 
the price has risen materially. If, on the other hand, prices have steadily 
fallen during the year, the conservative method would be to value the 
inventory at the last price paid. 

It is entirely justifiable to consider that the material first bought is 
the first used. In a cost system the quantity records would show how 
much was on hand at the beginning of the year and how much is pur- 
chased each month. The material charged to operating would be charged 
on the basis of the inventory price until the quantity records showed that 
the inventory had all been used. Then it would be charged on the basis 
of the price of the first purchase until that was used, and so on. At the 
end the inventory would be priced on the basis of the last purchase or 
purchases, according to the quantity on hand. 

In the parallel case of money in a bank this has been decided to be 
the proper view. The owners of a private bank that failed had taken 
certain action a year before the failure, the rescinding of which would 
have brought back into the assets some real estate which would have 
been more than sufficient to pay the depositors. It was necessary to 
show that money that was in the bank at the time the action was taken was 
still there when the bank failed. A typical case was that of a man who 
had $2,000 on deposit to begin with. He had deposited $250 the first of 
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each month and during that month had drawn $200, so that his balance 
was never reduced below the original amount. The court decided that 
in the first ten months he had drawn out his original $2,000, and that 
his balance of $2,500 at that time was all new money. 

The conclusion of the whole matter is that either view that may be 
taken of the value of the inventory can be successfully defended. It is 
a matter that must be left to individual judgment, with the recommen- 
dation that the conservative plan be followed as the safest. 


INTEREST ON BRANCH CAPITAL 
Editor, Students’ Department: 


Sir: A problem has just presented itself which might be of interest 
to students. A parent house, having its main branch in Chicago, working 
under a New York charter, establishes a branch in Texas and takes out 
a charter under the laws of that state. The capital stock is normal and 
is fully subscribed for and paid in cash, not by the parent company, but 
by the officers and stockholders of the parent company, holding title in 
their own name. The parent company finances the branch in every way 
and has charged interest upon the open account representing merchandise 
and money borrowed, and has recently issued an order beginning with 
January Ist of the present year, interest to be figured on not only the 
advances made but also upon the capital stock and surplus appearing on 
the books of the branch. 

The question is: What right has the company to receive interest on a 
surplus which belongs to the stockholders? 

If the company held title to the stock, the surplus then might be 
legally consolidated with the open account. On the other hand, if the 
branch house were called upon to pay out the surplus in form of divi- 
dends to stockholders, the open account with the parent house would 
increase as fast as the surplus decreased. 

Yours very truly, 


G. O. D. 


A parent company should keep a running account with a branch, to 
which would be charged any merchandise, money or other value sent to 
the branch and credited any money or other value received from the 
branch. If the parent company is to charge the branch interest, the only 
basis for the charge is the average balance to the debit of the branch. 
It is manifest that the parent company can charge interest only on the 
amount owing to it by the branch, as shown by the account with the 
branch. 

In the particular case in point the Texas concern is not a branch. It 
is an entirely independent company with a separate charter and capital 
stock. The fact that its stockholders are the same as those of the parent 
company does not make it the property of that company. Therefore it 
must be treated as an ordinary customer of the parent company, except 
that it is having extraordinary privileges extended to it in the shape of 
advances of money and consignments of merchandise. The parent com- 
pany could charge interest on these advances, as it could on advances 

, made to any other customer, but it would have no right to charge interest 
on any other basis. 
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C. O. D. SALEs 


Editor, Students’ Department: 

Sm: Our business is a wholesale grocery house. We do considerable 
business on a C. O. D. basis. Our system of handling this has been 
changed very often to meet the requirements, but each new system has 
failed, in my opinion. We do not want some elaborate system that would 
be installed in a large concern doing millions in a year, but we want 
something that will be satisfactory, safeguarded from theft and accurate. 

I will appreciate a suggestion as to the proper way to treat these items. 

Yours truly, 
W. J. C. 


Regina, Saskatchewan. 


The simplest way to carry C. O. D. sales is “on memorandum.” The 
bill that goes to the customer is made out in duplicate on the typewriter 
and numbered. The duplicates are held in the office, but no entry is made; 
or an entry can be made in a memorandum sales book, but not posted 
anywhere. When the return is received, the sale is put through as a cash 
sale by means of the duplicate bill. The duplicate on hand will always 
show what goods are unaccounted for. If the goods are returned, the 
evidence of their being received back into stock would be attached to 
the duplicate bill, which would be filed away with the duplicates that are 
paid. If a C. O. D. memorandum sales book is kept, the result of each 
sale would be noted in the line with its number. 

Of course, a customer’s account can be kept with C. O. D.’s, debited 
with each sale and credited with cash or returns like any other customer, 
but this involves a useless lot of work. Or by having a separate C. O. D. 
sales book the total of each day’s sales may be posted from it to the 
regular sales book and the fate of each sale checked off on the individual 


sales book. 





Delaware Society of Certified Public Accountants 
At the annual meeting of the Delaware Society of Certified Public 
Accountants, March 13, 1917, the following officers were elected: presi- 
dent, Peter T. Wright; vice-president and treasurer, Will A. Clader; 
secretary, T. Whitney Iszard. All the officers and Clifford E. Iszard 
were elected members of the executive committee. 


Seas 
JOHN H. BROWN 


We regret to announce the death of John H. Brown, C.P.A., of 
Milwaukee, on Sunday, March 4, 1917. Mr. Brown was a fellow of the 
Illinois Society of Certified Public Accountants and of the Wisconsin 
Society of Certified Public Accountants. At one time he was president of 
the latter society and by virtue of that office a vice-president of The 
American Association of Public Accountants. 
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Book Review 


CORPORATION ACCOUNTING; by R. J. Bennett, C.P.A. The 

Ronald Press Co., New York. 

A book written for corporation accountants and of interest to public 
accountants and to students preparing for C.P.A. examinations is Cor- 
poration Accounting, by R. J. Bennett, C.P.A., the latest volume of the 
Ronald Accounting Series. The purpose of the author is to describe estab- 
lished practice in corporation accounting, and where the practice is not 
uniform to set forth differing methods of treating various problems pecu- 
liar to corporate organizations. If the reviewer’s own experience is any 
criterion he has no hesitation in saying that Mr. Bennett has been remark- 
ably successful in carrying out his intention. As a compendium of cor- 
poration accounting practice the book is concise yet comprehensive; and 
if the test of a good text-book is the harmonious and scientific applica- 
tion of sound theory to actual conditions and practice, the author may 
felicitate himself upon having contributed a standard work to accounting 
literature. 

The book is divided into seven parts and the author conducts his 
reader through the entire accounting life of a corporation from its birth 
to its highest development, where it is merged into larger combination, or 
to its dissolution and death, including the final obsequies conducted by the 
receiver. The first three parts dealing with forms of corporations, 
organization, corporate books and records, distinctive corporate accounts 
on the general ledger and special entries relating to stocks and dividends 
need no special mention, as they cover about the same ground as other 
accounting manuals, but with more detail and illustrative entries. Such 
detail is naturally to be expected in a book treating a single but impor- 
tant class of accounts, and it is far from being dull or uninteresting. If 
the author has omitted any possible example of proper entries to be made 
under differing conditions the reviewer has failed to detect it, yet most 
readers will be struck with the apparent simplicity of it all. Those of 
us, however, who have been through the mill will readily admit that the 
apparent simplicity is due to the keen sense of logical form and clarity 
of statement exhibited by the author. With part IV we enter a field 
which will be of special interest to the corporation accountant, while the 
copious illustrations of all classes of bonds with the accounting procedure 
incident thereto afford the student full data for laboratory work. Bond 
interest, disccunt and premium and the ever-fascinating subject of sinking 
funds are adequately handled. Part V closes what may be termed the 
normal scope of ordinary corporation accounting—the point at which most 
accounting manuals stop—with full directions and illustrations as to clos- 
ing the books and preparing statements and reports. Part VI tells the 
accountant how to set up on the books proper accounting records of 
corporate combinations whether by merger, by lease (often involving per- 
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plexing problems) or through the medium of holding companies. Part 
VII introduces us to the darker side of corporation life, that of reorgani- 
zations, receiverships and dissolutions, a phase of corporation accounting 
rarely, if ever, touched upon in accounting manuals. It is not hazarding 
much to guess that not one corporation accountant in a hundred would 
know what to do if his corporation were suddenly thrown into the hands 
of a receiver. A careful study of this part alone might well save a 
corporation accountant from serious mistakes, to say nothing of enabling 
him to retain his position under a receiver. These last two parts alone 
make this book especially noteworthy in accounting literature, for it is a 
curious fact that in this country where so much of our commercial and 
financial business is conducted by corporations we have had hitherto very 
little in permanent form on these important subjects, although mergers and 
receiverships are of frequent occurrence. 

Being avowedly descriptive in its character, this book contains few 
instances of positive recommendation or preference as to alternative 
methods or principles, so the would-be critic, as a reviewer is tradition- 
ally assumed to be, is disarmed at the outset. Yet one may be pardoned 
for wishing that the author had omitted the paragraph ($32, pp. 28-29) 
asserting that in some circumstances “watered” stock is justifiable. Indeed, 
considering the sweeping definition of “watered” stock at the beginning 
and the closing paragraph of this section, one can hardly believe the author 
himself really thinks so. The illustration of justifiable “watered” stock 
given is hardly to the point, for goodwill based on “earnings for a number 
of years” is obviously property and stock issued upon it cannot be con- 
sidered “watered” even technically. Believing that this work is destined 
to become a standard text-book for students, the reviewer sincerely hopes 
this paragraph will be eliminated in future editions. On the other side, 
one having the highest ideals of accountancy in mind must read with 
pleasure the author’s strong stand in the matter of proper treatment of 
capital stock without par value, i. e., that the account for such stock should 
be “credited with shares at the sale price, though some advocate crediting 
the account at one price for all sales of stock and crediting any amount 
received in excess thereof to surplus” ($80). The basic idea of having 
non-par stock is to show the actual contributions to capital, and it should 
not be weakened by any concessions to mistaken ideas of uniformity, 
however well-intentioned. 

There is a slight ambiguity in the author’s statement ($104, p. 116) 
that if the stock of a national bank is sold at a sufficient premium to meet 
it the statutory double-liability is provided against. In the sense that the 
bank thus secures in advance a sum which the stockholder would other- 
wise retain against his additional liability, this may be true, but if the 
capital stock and surplus should be wiped out in liquidation the owner of 
shares of national bank stock would still be liable “to the amount of the 
par value thereof in addition to the amount invested therein” (sec. 23, 
federal reserve act). This, and a few errors of minor importance, will 
presumably be corrected in future editions. W. H. L. 
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